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CHAPTER  I  -  A  REVIEW  OF  THE  EARLIER  BACKGROUND 
The  focus  of  this  phase  of  the  present  study  is  on 
the  evolution  of  legislative  and  administrative  policies 
during  the  1960's  and  early  1970' s,  as  they  affected  the 
relative  balance  of  emphasis  in  FHA  mortgage  insurance 
operations  as  between  the  relatively  affluent  middle  and 
upper  class  subdivisions  and  multi-family  projects  in  the 
suburbs,  and  the  stimulation  of  housing  opportunity  in 
older  and  declining  neighborhoods ,  mainly  in  the  central 
cities . 

The  phenomena  of  the  1960's,  however,  did  not  occur 
in  a  vacuum.   Rather,  they  grew  out  of  the  earliest  roots 
of  the  FHA  mortgage  insurance  system,  and  the  forms  and 
characteristics  that  system  developed  during  its  forma- 
tive years.   For  this  reason,  it  is  important  that  a 
detailed  discussion  of  later  events  be  set  against  a 
backdrop  of  the  attitudes,  policies,  and  institutional 
characteristics  out  of  which  they  grew.   This  first 
chapter,  accordingly  will  briefly  review  the  history  of 
the  FHA  mortgage  insurance  system  (to  the  extent  relevant 
to  the  present  study)  from  its  inception  in  1934  to  ap- 
proximately 1960. 
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Much  of  what  is  said  in  the  earlier  part  of  this 
account  may  at  first  glance  seem  elementary,  and  some  of 
it  even  irrelevant  to  the  subject  under  review.   In  fact, 
it  is  neither. 

Brief  recapitulation  of  the  circumstances  under 
which  the  FHA  and  the  mortgage  insurance  system  were  de- 
vised is  not  so  much  elementary  as  it  is  basic.   Limita- 
tions of  time  and  space  preclude  a  detailed  consideration 
of  these  matters  in  this  analysis,  and  that  kind  of  re- 
view is  unnecessary  for  present  purposes.   It  is  the 
fundamentals  which  bear  directly  on  the  form  and  charac- 
ter of  future  events.   Moreover,  it  is  worth  recalling 
that  many  professionals  now  active  in  one  or  another  aspect 
of  housing  and  urban  problems  have  acquired  their  academic 
and  work  experience  during  a  period  when  the  matters  here 
noted  were  already  past  history  -  a  period  when  the  ex- 
istence of  FHA  mortgage  insurance,  VA  loan  guaranties, 
Federal  insurance  of  savings  accounts  in  thrift  instituti- 
tions ,  a  Federally-sponsored  secondary  market  for  resi- 
dential loans,  and  like  matters  were  accepted  as  ordinary 
facts  of  life.   Some  have  forgotten  -  some  may  never  have 
known  -  what  the  American  housing  economy  was  like  when 
these  facilities  and  institutions  did  not  yet  exist,  the 
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purposes  for  which  they  were  created,  and  the  role  they 
played  in  the  subsequent  evolution  of  the  residential 
mortgage  market.   Specifically  with  regard  to  FHA  mortgage 
insurance,  this  is  the  proper  place  to  begin  in  order  to 
understand  the  changing  roles  which  FHA  has  played  in 
the  mortgage  market. 

With  regard  to  relevance,  it  is  important  to 
recognize  that  in  systems  as  complex  as  mortgage  in- 
surance, and  institutions  as  large  as  FHA,  there  can  and 
will  be  changes  over  time.   There  will  not  be  discontinuity, 
however,  and  indeed  discontinuity  is  hardly  possible. 
New  developments  at  any  stage  after  the  earliest  beginnings 
arise  out  of  what  has  gone  before.   New  policies  adapt 
existing  techniques  and  procedures  to  their  purposes. 
Again,  therefore,  it  is  useful  to  look  to  the  background 
for  important  clues  to  the  nature  of  the  events  of  the 
1960 's  which  are  later  to  be  examined  in  greater  detail. 
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Establishment  of  FHA  and  the  Mortgage  Insurance  System 

The  Federal  Housing  Administration  and  the  "mutual"* 

mortgage  insurance  system  were  established  by  the  National 

1/ 
Housing  Act  of  1934. 

While  the  title  of  the  Act  spoke  in  terms  of  its 
purpose  as  encouraging  "...improvement  of  housing  standards 
and  conditions",  the  overriding  motivation  behind  the  legis- 
lation was  stimulation  of  a  moribund  economy  and  the  abate- 
ment of  unemployment.   No  sector  of  the  economy  was  more 
severely  ill  at  that  time  than  construction,  and  as  among 
the  various  forms  of  construction  few  if  any  had  come  more 


*The  importance  of  the  "mutuality"  feature  of  the  new 
mortgage  insurance  system  has  been  exaggerated  out  of  all 
proportion.   It  was  not  a  basic  element  of  the  insurance 
plan;  in  fact,  it  was  a  device  hit  upon  by  its  authors  to 
get  around  the  fact  that  no  one  at  the  time  had  any  clear 
or  demonstrable  basis  on  which  to  determine  what  an  appro- 
priate premium  rate  for  insurance  of  this  novel  nature 
ought  to  be. 

While  in  time  mutuality  came  to  be  a  subject  and  a  feature 
of  this  system  which  generated  heated  debate  and  unyielding 
loyalty  on  the  part  of  its  proponents,  the  fact  is  that 
mutuality  played  a  negligible  role  in  the  acceptance  of 
the  mortgage  insurance  system  either  by  mortgage  lenders 
or  by  the  home-buying  public.   In  fact,  there  is  good  rea- 
son to  believe  that  most  ordinary  home  purchasers  were 
unaware  that  any  such  feature  was  built  into  the  FHA 
system. 
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nearly  to  a  complete  stop  than  residential  building, 
whether  in  the  form  of  new  housing  units  or  of  major 
repairs,  modernization  and  improvement. 

The  1934  Act  was  one  of  a  great  many  things  which 
the  Federal  Government  initiated  during  the  early  and 
middle  1930' s  with  the  common  purpose  of  generating  new 
economic  activity  and  putting  the  unemployed  back  to  work. 
One  of  its  basic  features  was  that,  in  the  field  of 
housing,  it  proposed  to  contribute  to  this  end  entirely 
by  facilitating  and  stimulating  the  investment  of  private 
capital. 

Many  major  undertakings  of  the  period  relied  upon 
the  direct  application  of  Federal  funds.   Sums  considered 
vast  by  the  standards  of  the  time  were  applied  to  the 
creation  of  jobs  through  the  Federal  Emergency  Administra- 
tion of  Public  Works,  and  later  the  WPA.   Major  direct 
Federal  investments  flowed  into  the  business  community 
through  the  Reconstruction  Finance  Corporation.   In 
housing,  the  Home  Owners  Loan  Corporation  made  loans 
totalling  more  than  $3  billion  to  bail  out  and  stabilize 
a  mortgage  lending  industry  that  had  collapsed. 
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However,  it  was  also  known  at  the  time  that  there 
existed  in  the  banks  and  savings  institutions  of  the 
nation  very  large  amounts  of  capital  which  potentially 
could  contribute  to  recovery  in  housing,  if  somehow  they 
could  be  unfrozen  and  made  available  for  the  purpose. 
These  funds  were  largely  invested  in  Government  bonds  and 
similarly  protected  securities.   Mortgage  lenders  had 
been  so  severely  burned  during  the  first  months  and  years 
of  the  depression  that  residential  mortgages  were  more 
nearly  considered  as  a  form  of  economic  suicide  than  one 
of  investment  opportunity.   Small  wonder,  in  view  of  the 
fact  that  lenders  had  seen  their  mortgage  portfolios 
converted  almost  overnight  into  vast  holdings  of  unwanted 
properties,  taken  back  as  the  security  of  hopelessly  de- 
faulted loans  and  mainly  unsaleable  at  any  price  because 
no  one  could  afford  to  buy  them.   Very  large  numbers  of 
such  lenders  then  proceeded  themselves  to  go  bankrupt,  thus 
losing  the  properties  as  well  as  the  loans. 

Hence  the  concepts  of  FHA,  and  of  mortgage  insurance. 
The  new  agency  was  not  to  lend  money:   it  was  to  induce 
lenders  who  had  money  to  invest  it  in  residential  mortgages, 
by  insuring  them  against  loss  on  such  investments  with 
the  full  weight  of  the  Treasury  of  the  United  States  be- 
hind the  contract  of  insurance.   In  return  for  the 


protection  afforded  by  insurance,  the  mortgages  and  the 
properties  securing  them,  as  well  as  the  borrowers  in- 
volved, would  be  required  to  meet  certain  standards,  which 
FHA  was  authorized  to  prescribe  by  regulation  —  all  with 
the  object  of  assuring  so  far  as  possible  that  the  recent 
debacle  would  not  recur,  this  time  with  the  Federal 
Treasury  on  the  receiving  end  of  the  collapse. 

It  is  in  the  light  of  this  origin  and  purpose  that 
one  should  view  the  character  and  significance  of  several 
new  concepts  and  devices  which  FHA  introduced  in  the  resi- 
dential mortgage  market.   Perhaps  the  most  significant 
of  these  were  the  following: 

1.   The  Insured  Mortgage 

Contrary  to  what  many  people  now  suppose,  the 
long-term  self-amortizing  mortgage  with  its  uniform  pay- 
ments spread  over  the  whole  life  of  the  debt  was  not  an 
invention  of  the  FHA.   It  was  perfected,  introduced  into 
general  use,  and  proved  in  practice  by  the  HOLC.   For  the 
purpose,  HOLC  used  Federal  funds  to  substitute  manageable 
debt  of  relatively  low  carrying  cost  for  privately-held 
debt  written  on  terms  which  had  already  driven  the  home- 
owners into  default  or  even  into  foreclosure. 


The  insured  mortgage  instrument,  however,  was 
an  innovation.*   Here  was  a  mortgage  written  with  uniform 
monthly  payments  that  could  be  accommodated  within  a 
family  budget;  which  provided  for  retirement  of  the 
principal  debt  by  its  own  terms  over  the  mortgage  period; 
which  was  protected  by  escrow  arrangements  from  tax 
delinquency  and  insurance  failure;  and  which,  most  im- 
portantly of  all,  was  guaranteed  against  loss  of  principal 
or  interest  by  a  pledge  of  the  full  faith  and  credit  of 
the  United  States  Government.   Moreover,  the  mortgage 
was  required  to  be  secured  by  real  estate  which  had  met 
at  least  certain  standardized  and  objective  tests  designed 
to  assure  that  it  represented  sufficient  value  to  secure 
the  loan,  and  the  loan  itself  to  represent  the  debt  of 
a  borrower  whose  credit  worthiness  had  been  similarly 
examined. 

Not  the  least  of  the  effects  of  this  innovation  was 
the  transformation  of  residential  mortgage  debt  from  a 


*The  mere  idea  of  mortgage  insurance,  of  course,  was  not 
entirely  new  and  unheard  of.   Few  "new"  ideas  are.   The 
insured  mortgage  instrument  developed  under  the  1934  Act, 
however,  was  genuinely  new. 
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static  to  a  fluid  and  relatively  mobile  form  of  investment. 
Previously,  such  mortgages  (and  especially  home  mortgages) 
had  been  regarded  -  and  with  good  reason  -  as  either  a 
highly  local  form  of  investment  or,  if  made  remotely,  as 
very  high  risk  investments  to  be  commensurately  evaluated 
in  terms  of  interest  rates  and  yields.   The  new  FHA  insured 
mortgage  represented  an  investment  as  secure  in  the  hands 
of  a  secondary  investor  a  thousand  miles  away  as  in  those 
of  a  local  originator.   Moreover,  the  degree  of  uniformity 
brought  about  by  FHA  regulations  and  underwriting  practices 
largely  freed  investors  from  the  insupportable  burden  of 
mastering  the  intricacies  of  real  estate  law  and  practice 
in  countless  local  jurisdictions.   Thus,  the  essential 
preconditions  for  the  creation  of  a  national  mortgage 
market  were  met. 

2.   The  Approved  Mortgagee 

FHA  mortgage  insurance  was  available  only  to,  or 
through,  approved  mortgagees.   These  were  mortgage  lending 
institutions  which,  at  least  theoretically,  had  been 
examined  and  found  to  be  qualified  on  the  basis  of  organi- 
zation, financial  structure,  lending  practices,  and  ser- 
vice capability.   It  is  unnecessary  here  to  consider  the 
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rigor  with  which  these  examinations  were  made  or  the 
standards  applied  in  practice.   What  is  significant  for 
this  discussion  is  the  fact  that  the  system  created  an 
economic  incentive  which  had  not  previously  existed  for 
mortgage  lending  institutions  to  modernize  and  introduce 
discipline  and  system  into  their  operations,  and  to  modify 
their  procedures  toward  some  established  norms  in  such 
matters  as  loan  origination,  accounting,  reporting,  and 
servicing. 

3.   Minimum  Property  Standards 

Another  significant  change  in  traditional  prac- 
tice introduced  by  the  FHA  system  was  the  application  of 
minimum  property  standards  to  the  improvements  on  the 
real  estate  securing  an  insured  mortgage.   It  should  be 
understood  (as  it  has  not  always  been)  that  these  standards 
were  not  intended  to  make  a  particular  house  -  whether 
new  or  existing  -  fault-free,  nor  even  to  assure  the  owner's 
satisfaction  with  his  home.   They  were  designed,  rather, 
to  assure  with  at  least  statistical  accuracy  that  the 
house  would  not  decline  in  value  more  rapidly  than  the 
debt  upon  it  was  retired,  either  as  a  result  of  gross 
structural  or  mechanical  deficiency  or  as  a  result  of  such 
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generally  inadequate  quality  as  to  produce  excessiye 
exhaustion  under  ordinary  wear  and  tear. 

Again,  there  was  nothing  strikingly  new  about 
considering  the  quality  of  a  structure  in  relation  to  the 
debt  being  placed  against  it.   But  there  were  two  features 
of  the  system  that  were  new:   first,  that  the  standards 
were  objective,  written,  and  uniform;  second,  that  they 
were  to  be  enforced  by  a  system  of  inspection  -  prior  to 
insurance  commitment  in  the  case  of  an  existing  property, 
and  at  various  fixed  stages  in  the  course  of  construction 
in  the  case  of  new  building. 

4 .   Uniform  Appraisal  System 

One  of  the  essential  elements  of  the  underwriting 
system  developed  for  the  mortgage  insurance  program  was  a 
uniform  appraisal  system  to  be  applied  in  the  establish- 
ment of  value  for  allowable  or  insurable  loan-to-value 
relationships.   Here  again,  the  element  of  novelty  lies 
not  in  the  requirement  of  a  property  appraisal  -  which 
had  long  been  common  practice.   It  lies  rather  in  the 
creation  of  a  formal  and  uniform  system  of  appraisal, 
reduced  to  writing,  structured  in  defined  procedures, 
and  applied  by  a  staff  of  appraisers  for  whom  intensive 
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training  was  supplied  in  an  effort  to  assure  as  high  a 
degree  of  common  understanding  of  the  system  as  was  feasible 
to  achieve. 

It  was  not  to  be  supposed,  of  course,  that  actual 
uniformity  of  results  or  the  total  avoidance  of  error 
could  be  achieved  by  such  a  system,  given  the  fact  that 
it  had  to  be  applied  by  a  large  number  of  field  insuring 
offices  and  a  much  larger  number  of  individual  appraisers 
with  varying  degrees  of  aptitude  and  skill.   Nevertheless, 
the  new  system  was  a  far  cry  from  the  traditional  every- 
man-f or-himself  approach,  in  which  an  individual  appraiser's 
judgment  of  value  concerning  a  property  in  a  particular 
locality  did  not  necessarily  have  any  ascertainable  meaning 
to  an  investor  located  somewhere  else. 

Some  Repercussions  of  the  New  Approach 

As  noted  above ,  the  FHA  system  introduced  into  the 
market  a  new  and  far  more  economically  effective  mortgage 
instrument  than  had  existed  in  the  past,  and  went  far 
toward  laying  the  basis  for  a  source  of  capital  which  had 
not  previously  existed:   an  orderly  secondary  market  in 
residential  mortgages.   But  it  did  more  than  that. 
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In  the  first  place,  the  long-term  amortized  mortgage 
at  reasonable  carrying  cost  rapidly  became  the  standard 
in  conventional  lending  as  well  -  if  only  because  it  was 
so  apparently  a  superior  form  of  financing  to  the  old 
fashioned  high-rate,  short  term,  balloon-type  mortgage 
note  which  it  replaced.   Less  rapidly  and  less  universally, 
mortgage  lenders  converted  to  the  view  that  a  single 
adequately  secured  first  mortgage  loan  was  a  sounder  and, 
in  the  long  run,  more  profitable  investment  than  the 
traditional  multi-tiered  series  of  first,  second,  third 
and  even  more  junior  liens  piled  up  in  a  debt  structure 
which  could  and  frequently  did  collapse  at  the  slightest 
disturbance  in  the  circumstances  of  the  borrower.   Until 
the  collapse  of  the  mortgage  market  during  the  depression, 
the  latter  arrangement  had  been  the  rule  rather  than  the 
exception. 

These  direct  effects  can  be  said,  without  unreasonable 
exaggeration,  to  have  revolutionized  residential  mortgage 
lending  in  the  United  States.   Beyond  that,  however,  the 
mortgage  insurance  system  and  the  several  sets  of  standards 
on  which  the  underwriting  process  was  grounded  had  ripple 
effects  which  extended  far  beyond  the  mortgage  loan  trans- 
action as  such.   In  varying  degrees,  and  over  time,  they 
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worked  major  changes  in  such  disparate  areas  as  State 
banking  laws;  site  and  subdivision  planning  techniques; 
zoning  and  code  standards  and  practices;  design  and 
quality  control  standards  among  producers  of  building 
materials  and  components;  and  the  attitudes  and  expecta- 
tions of  home  buyers  and  renters. 

Not  the  least  among  these  unexpected  side  effects 
was  the  creation  of  the  mortgage  banking  industry  as  we 
know  it  today.   To  be  sure,  such  enterprises  -  then 
generally  called  "mortgage  companies"  -  had  long  existed, 
but  their  operations  were  of  limited  scope  and  they  played, 
collectively,  a  minor  role  in  the  mortgage  market  as  a 
whole. * 

Today,  mortgage  banking  institutions  engage  primarily 
(.though  not  exclusively)  in  two  major  functions:   orginating 
mortgages  for  resale  in  the  secondary  market,  and  providing 
mortgage  servicing  facilities  for  secondary  mortgage 


*In  the  first  years  of  FHA's  existence,  the  commercial 
banks  were  the  predominant  mortgage  lenders.   Savings  and 
loan  associations  played  a  relatively  small  role  in  the 
market,  and  that  of  the  mortgage  companies  was  even  smaller. 
In  later  years,  of  course,  this  situation  was  reversed. 
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holders  who,  because  of  location  or  other  consideration, 
are  not  in  a  position  to  undertake  direct  servicing  for 
their  own  account.   The  mortgage  banking  industry  is  now 
a  very  significant  factor  in  the  total  housing  economy. 
It  can  fairly  be  said  that  the  development  of  the  industry 
in  its  present  form  was  made  possible  by  the  introduction 
of  FHA  mortgage  insurance  (and  later,  of  course,  the  VA 
home  loan  guaranty  system) ,  and  the  changes  which  that 
brought  about  in  the  residential  mortgage  market. 

Development  of  Institutional  Attitudes  and  Relationships 

The  foregoing  brief  review  should  be  sufficient  to 
-make  clear  the  general  form  and  direction  in  which  the 
institutional  points  of  view  and  operating  relationships 
inevitably  would,  and  in  fact  did,  develop.   It  is  a  fact 
of  life  that  major  institutions  -  whether  public  or 
private  -  tend  to  become  clientele-oriented  over  time. 
The  identity  of  the  clientele  and  the  nature  of  the  en- 
suing relationship  is  governed  by  the  functions  of  the 
institution  and  its  mode  of  operation. 

In  the  case  of  the  FHA,  the  primary  clientele  was 
clearly  destined  from  the  beginning  to  be  the  approved 
mortgagees.   It  was  the  mortgagee  who  submitted  an 
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application  for  insurance;  it  was  to  the  mortgagee  that 
an  insurance  commitment  was  issued;  the  primary  beneficiary 
of  the  insurance  protection  was  the  mortagee.   And  it  was 
the  mortgagee  who  received  the  significant  liquidity 
benefit  arising  out  of  the  superior  saleability  of  the 
insured  mortgage  in  the  secondary  market. 

As  early  as  1938,  the  FHA  itself  recognized  and 
characterized  its  relationships  with  three  identifiable 
clientele  groups:   mortagees ,  home  builders,  and  the  home- 
buying  public.   The  characterization  of  these  relationships 

in  its  Fourth  Annual  Report  is  interesting,  and  significant 

2  / 
for  the  purposes  of  the  present  study.     They  were  de- 
scribed as  follows : 

1.   FHA  characterized  its  relationships  with  mortagees 
as  a  close  and  continuing  collaboration  in  the  generation 
of  insured  mortgages.   It  pointed  to  such  matters  as  the 
frequent  meetings  held  with  industry  leaders  in  various 
regions  about  the  country,  and  FHA's  own  constant  efforts 
to  involve  mortgagees  and  to  inform  them  of  the  advantages 
of  the  insurance  programs  and  of  the  operating  procedures 
and  requirements  involved  in  it.   It  noted  with  satisfac- 
tion the  rapid  increase  in  both  the  absolute  number  and 

16 


the  proportion  of  active  mortgage  lenders  who  had  qualified 
as  approved  mortgagees.   It  is  clear  that  the  relationship 
of  FHA  and  its  approved  mortgagees  was  recognized  as  being 
the  core  of  the  insurance  system. 

2.  With  regard  to  builders,  the  report  noted  that 
"Even  in  the  case  of  a  new  house  built  with  an  insured 
mortgage,  the  Federal  Housing  Administration  usually  has 
no  direct  formal  relationship  with  the  builder. "   It  went 
on  to  observe,  however,  that  "...numerous  contacts  do 
develop  as  a  result  of  the  compliance  inspections" ,  and  to 
cite  other  instances  which  brought  FHA  offices  and  builders 
together  such  as  conferences  concerning  subdivision  layout, 
price  ranges,  plans  and  specifications,  streets  and  utility 
improvements ,  and  other  matters . 

Clearly,  the  relationship  between  FHA  and  the 
builders  was  taking  form  on  a  somewhat  slower  time  scale, 
but  it  is  equally  clear  that  it  was  evolving  in  the  direc- 
tion of  close  and  direct  working  relationships  second  only 
in  importance  to  those  with  the  approved  mortgagees. 

3.  When  it  came  to  what  was  rather  formally  called 
"mortgagor  relations",  the  report  was  matter  of  fact  if 
not  blunt  in  observing  that  FHA  "...does  not  deal  directly 
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with  the  great  majority  of  mortgagors  v/hose  home  mortgages 
are  insured..".   FHA  did  recognize,  however  -  the  report 
went  on  to  say  -  a  responsibility  for  "public  education" , 
on  the  ground  that  an  important  element  in  the  development 
of  a  "sound  and  active  home-building  industry"  is  a  "well- 
informed  home  buying  public."   Accordingly,  FHA  had  sought 
and  secured  cooperation  "...from  many  lending  institutions 
and  elements  in  the  building  industry,  and  also  from  the 
press,  motion-picture  industry,  and  radio-broadcasting 
stations. " 

Thus,  as  the  mortgage  insurance  system  was  becoming 
established  and  beginning  to  make  itself  strongly  felt  in 
the  market,  three  specialized  patterns  of  relationships 
had  begun  to  take  clear  shape:   with  insured  mortgagees, 
close  and  continuing  communications;  with  home  builders, 
direct  dealings  evolving  toward  almost  as  intimate  lines 
of  contact;  with  home  buyers,  a  relationship  at  a  distance, 
cast  in  the  mold  of  a  public  relations  effort.   Indeed, 
for  much  of  the  life  of  FHA,  home  buyers  (and,  later, 
renters)  were  considered  to  be  a  sort  of  necessary  nuisance, 
and  their  appearance  in  person  at  FHA  field  offices  was 
not  invited  or  encouraged.   Those  who  came  anyway  were 
courteously  treated  (or,  at  least,  policy  so  required), 
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but  they  were  urged  to  take  their  problems  up  with  their 
mortgagee  or  builder. 

Growth  of  FHA  Dependence  on  the  Market 

Apart  from  these  considerations,  there  was  another 
force  at  work  on  FHA  in  its  early  years  which  deeply  in- 
fluenced the  formation  of  its  relationships  with  the 
housing  business  and  the  market.   This  was  the  fact  that 
FHA  was,  by  nature  and  design,  an  insurance  institution. 
And  it  is  essential  to  any  insurance  plan  to  obtain  a 
wide  spread  of  the  risk. 

A  life  insurance  company  or  a  casualty  company  with 
only  one  insured  policy-holder  would  be  in  dire  straits. 
In  the  former  case,  the  policy-holder  is  certain  to  die 
sooner  or  later;  in  the  latter,  there  is  a  fair  prospect 
that  his  house  will  burn  down.   In  either  case,  the  only 
alternative  to  bankruptcy  for  the  insurance  company  would 
be  to  exact  premiums  which  the  insured  would  reasonably 
regard  as  prohibitive.   So  life  insurance  companies  which 
wish  to  offer  attractive  rates  to  middle-aged  people  must 
also  insure  a  large  number  of  young  people  who  can  be 
expected  to  pay  premiums  for  a  great  many  years  before 
they  begin  to  die  in  significant  numbers,  while  casualty 
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companies  must  pay  the  claim  of  an  insured  whose  home  burns 
down ,  not  from  his  premiums  alone  but  also  from  the  premiums 
of  a  much  larger  number  of  more  fortunate  people  v/hose  homes 
do  not  burn  down. 

In  the  case  of  FHA,  the  risk  insured  against  is  that 
the  mortgagor  will  not  pay  off  his  mortgage  in  accordance 
with  its  terms  -  because  of  unemployment,  disability, 
mental  illness,  disappearance,  or  any  of  a  host  of  other 
possible  causes.   As  with  any  form  of  insurance,  this  risk 
must  be  spread  over  a  large  enough  base  to  assure  that  those 
claims  which  must  be  recognized  can  be  paid  from  reserves 
built  up  mainly  from  the  premiums  paid  in  connection  with 
mortgages  which  in  fact  are  paid  off  on  schedule  until 
retired  or  refinanced.   The  need  to  develop  a  broad  spread 
of  risk,  in  turn,  made  it  imperative  that  FHA  achieve  a 
substantial  participation  in  the  housing  market. 

This  imperative  was  further  reinforced  by  yet  another 
consideration.   FHA  was  charged  with  "encouraging  improve- 
ment of  housing  standards  and  conditions."   But  participa- 
tion in  the  mortgage  insurance  program  was  a  purely  voluntary 
matter.   FHA  could  establish  standards  and'  requirements 
for  mortgage  insurance,  but  it  could  not  require  any 
mortgagee  to  apply  for  insurance.   Hence,  if  it  were  to 
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carry  out  its  mandate  it  must  be  by  example,  not  by  co- 
ercion.  This  required,  first,  that  the  experience  of 
mortgagees  and  builders  (and  mortgagors)  under  the  system 
be  sufficiently  rewarding  to  encourage  others  to  take 
advantage  of  the  system;  and,  second,  that  this  experience 
be  sufficiently  widespread  and  large-scale  to  attract 
attention  and  thus  to  serve  as  an  effective  example.   A 
small-scale  program  lacking  visibility  would  be  ineffective. 
For  this  reason  too  FHA  was  required  to  seek  aggressively 
a  substantial  share  in  the  market. 

The  important  conclusion  which  flows  from  the  dis- 
cussion so  far  is  that  FHA  was,  almost  from  its  inception, 
a  creature  of  the  housing  market.   It  did  not  impose  terms 
and  conditions  on  the  market,  but  only  on  eligibility  for 
mortgage  insurance.   It  did  not  make  the  market,  but 
sought  its  place  in  the  market.*   It  did  not  dictate  what 
was  to  be  built  where,  and  for  whom,  but  rather  sought  to 


*This  is  not  at  all  the  same  thing  as  saying  that  FHA  did 
not  influence  or  affect  the  market.   Obviously  it  did,  as 
did  a  great  variety  of  other  forces  at  work  within  the 
whole  market  complex. 
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participate  in  a  substantial  fraction  of  the  better  housing 
being  made  available,  in  order  to  demonstrate  by  the 
example  of  successful  experience  that  mortgage  insurance 
and  adherence  to  standards  were  good  business  practice. 

The  relevance  of  this  basic  conclusion  to  the  current 
study  will  emerge  more  fully  as  the  events  of  later  years 
are  reviewed  and  related  to  it.   At  this  stage,  it  may  be 
sufficient  to  observe  that  the  many  critics  who  have 
charged  FHA  and  the  mortgage  insurance  program  with  leading 
the  nation's  housing  industry  into  the  suburbs  to  the  neglect 
and  detriment  of  older  neighborhoods  and  the  central  cities 
have  been  misled  by  statistics  into  mistaking  the  influenced 
for  the  influencer.   As  a  creature  of  the  market,  FHA  did 
not  lead  the  housing  market  into  the  suburbs  -  it  followed 
the  market  there.   How  and  why  this  came  about  we  shall 
soon  see. 

War  and  Veterans'  Housing 

Beginning  with  the  enactment  of  Title  VI  of  the 

1/ 

National  Housing  Act  in  1941    FHA  became  progressively 

more  deeply  involved  in  the  production  of  housing  needed 
to  support  the  defense  and  then  the  war  effort.   There  may 
be  a  seeming  contradiction  between  this  fact  and  the 
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proposition  just  stated  that  FHA  is  controlled  by  the 
market,  rather  than  controlling  it,  but  the  contradiction 
is  in  fact  insubstantial.   So  far  as  new  housing  production 
is  concerned,  the  market  at  that  time  was  restricted  almost 
entirely  to  war  housing,  and  FHA  was  indeed  functioning 
in  the  market  within  those  limitations. 

True,  the  Government  did  violently  distort  the  housing 
market  during  the  war  period,  in  order  to  confine  resi- 
dential construction  to  the  extent  feasible  to  that  which 
supported  war  production  needs.   But  the  instrument  by 
which  this  market  distortion  was  accomplished  was  not 
the  FHA  mortgage  insurance  system,  but  the  Government's 
control  over  the  allocation  of  all  critical  materials  -  a 
classification  which  included  most  of  the  materials  out 
of  which  housing  is  built.   Thus,  builders  produced  war 
housing  (aside  from  any  considerations  of  patriotism,  etc.) 
because  that  was  what  they  could  secure  materials  to  build. 
Mortgage  lenders  made  loans  on  war  housing  because  these 
were  the  mortgages  which  lenders  were  originating.*   Thus 
FHA  did  not  reorient  the  housing  industry  into  the  war 


*Under  conditions  of  restricted  construction,  of  course, 
mortgage  lenders  and  FHA  could,  and  did,  maintain  a  brisk 
level  of  activity  in  the  exchange  and  refinancing  of 
existing  housing. 
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effort,  though  in  view  of  the  inherently  greater  risks  in- 
volved in  such  housing  (e.g.,  use  of  substitute  materials; 
selection  of  sites  of  uncertain  permanence,  etc.)  mortgage 
insurance  provided  an  invaluable  means  of  facilitating 
that  reorientation. 

The  Veterans  Emergency  Housing  Program,  undertaken 
to  meet  the  acute  needs  generated  by  rapid  demobilization 
after  the  end  of  the  war,  was  essentially  similar  in 
nature  to  the  war  housing  effort  in  terms  of  a  distortion 
and  specialization  of  the  market  in  the  interest  of  a 
public  policy  of  high  priority.   Government  controls  were 
somewhat  less  rigidly  applied  and  rigorously  enforced, 
but  the  general  market  mechanics  and  effects  were  similar. 
Once  again  FHA  played  a  significant  facilitating  role, 
this  time  reinforced  by  the  newly-established  veterans 
home  loan  guaranty  system  administered  by  the  Veterans 
Administration. 

The  Post-Emergency  Period 

When  the  much-dreaded  post-war  depression  failed  to 
materialize,  and  actually  turned  into  a  boom  of  sorts,  the 
phenomenon  which  has  often  been  called  the  "flight  to  the 
suburbs"  quickly  grew  into  a  dominant  trend  in  the  market. 
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Its  causes  were  many,  complex,  and  subtly  rooted  in  the 
social  and  economic  forces  at  work  at  the  time,  and  no 
useful  purpose  is  served  by  simplistic  efforts  to  attribute 
the  development  pattern  of  the  period  to  a  single  cause 
or  motive. 

In  part,  the  impulse  behind  this  trend  may  be  considered 
cultural  and  psychological.   After  the  long  tensions  and 
restrictions  of  the  war,  a  period  of  affluence  and  relative 
domestic  relaxation  created  a  mood  which  was  well  adapted 
to  suburban  ambitions  and  expectations:   the  single  family 
home  on  a  half -acre  lot,  or  larger;  the  power  lawn  mower; 
the  two-  or  three-car  family,  at  least  one  of  which  should 
be  a  station  wagon.   To  many  people,  this  appeared  to  be 
the  profile  of  the  good  life,  and  those  who  could  afford 
it  -  and  there  were  many-  went  seeking  it. 

There  were  economic  motivations  as  well.   It  was  in 
the  suburban  fringe  that  an  abundant  supply  of  undeveloped 
land  at  relatively  reasonable  prices  was  to  be  found,  and 
it  was  there  that  builders  went  to  seek  sites.   Mortgage 
lending  perforce  went  where  the  building  was  going  on. 
There  too  went  FHA  -  not  dragging  behind  it  a  reluctant 
or  apathetic  home  building  industry,  but  going  where  the 
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action  was,  seeking  as  always  a  significant  share  of  the 
market  as  the  indispensable  base  for  a  sound  insurance 
system. 

To  be  sure,  other  elements  were  also  involved  for 
FHA.   Through  the  application  of  property  and  site  and 
subdivision  standards,  it  could  throw  its  influence  into 
the  balance  in  favor  of  better  planned  and  more  stable 
communities.   As  one  price  of  mortgage  insurance  protec- 
tion, it  could  require  a  higher  standard  of  basic  facili- 
ties than  developers  might  otherwise  have  been  willing 
to  provide  or  negotiate.   And  it  continued  to  serve  its 
useful  enabling  role  in  the  mortgage  banking  system, 
permitting  these  institutions  to  compete  with  savings  and 
loan  associations  and  other  conventional  lenders. 

There  were  negative  factors  in  the  central  cities 
which  also  contributed  to  the  trend  outward.   Steadily 
increasing  congestion,  noise,  pollution  and  violent  crime 
made  many  areas  of  the  cities  seem  less  desirable  places 
either  to  live  or  to  invest  in  for  redevelopment,  while 
in  less  affected  areas  vacant  land  was  exceedingly  ex- 
pensive where  it  could  be  had  at  all.   The  massive  urban 
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discontent  which  was  ultimately  to  explode  in  riots  in 
scores  of  urban  centers  was  still  some  years  in  the  future, 
but  the  preliminary  tensions  in  the  atmosphere  were  already 
being  felt. 

It   would  be  naive  or  disingenuous  to  ignore  the  role 
of  racial  feelings  as  a  motivating  force  in  the  movement 
to  the  suburbs  which  grew  at  an  accelerating  pace  in  the 
latter  1950 's  and  the  1960's.   By  the  same  token,  it  is 
gross  oversimplification  to  assume  they  were  the  sole, 
or  even  necessarily  the  primary,  driving  force  behind  what 
happened.   Beyond  question,  many  families  moved  out  of 
the  city  in  search  of  safely  white  middle-class  communities 
and  schools  segregated  by  circumstance  rather  than  by  fiat. 
But  it  is  also  true  that  an  overwhelmingly  high  percentage 
of  families  who  commanded  the  income  and  earning  prospects 
to  afford  and  maintain  such  a  life  style  were  white.* 
Many  undoubtedly  moved  when  and  where  they  did  not  so  much 
to  avoid  rubbing  elbows  with  minorities  as  to  live  the  way 
they  wanted  to,  and  because  they  could  afford  it.   The 


*The  statement  is  not  intended  to  imply  that  such  gross  in- 
balance  in  the  distribution  of  wealth,  or  of  poverty,  was 
either  just  or  socially  justifiable,  but  only  to  point  out 
that  it  was  a  fact. 
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attitudes  which  many  developed  years  later  when  their 
established  neighborhoods  and  schools  were  "threatened" 
with  infiltration  by  the  urban  blacks  and  poor  are  not 
necessarily  any  measure  either  of  their  attitudes  or  mo- 
tives at  the  time  they  originally  abandoned  the  central 
city  for  the  countryside. 

That  all  these  events  cost  the  cities  dearly  and  laid 
new  and  heavy  burdens  upon  them  cannot  be  doubted.   The 
massive  outward  movement  was,  for  the  cities,  a  terrible 
drain  of  talent,  economic  activity,  and  economic  oppor- 
tunity.  There  was  no  satisfactory  means  of  taxing  those 
who  lived  without  the  city  and  worked  within  it ,  and  the 
cost  of  providing  services  was  hardly  affected  by  their 
departure  -  far  less,  certainly,  than  by  the  forces  which 
were  driving  those  costs  up.   The  food  distributors  and 
downtown  department  stores  decided,  sensibly  enough,  that 
if  their  customers  would  not  come  to  them  they  would  go 
to  their  customers ,  and  the  resulting  all-purpose  suburban 
shopping  centers  brought  about  yet  another  heavy  drain  on 
the  inner  cities. 

The  dependence  of  the  cities  on  property  taxes  as  a 
principal  source  of  revenue  forced  rates  steadily  upward, 
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which  provided  an  added  incentive  for  those  who  could  to 
leave  the  city  to  its  fate.   The  all  but  universal  stagna- 
tion and  obsolescence  of  public  transportation  added  to 
the  cost,  inconvenience,  and  frustrations  of  living, 
working,  shopping,  or  even  seeking  recreational  or  cul- 
tural opportunities  in  the  central  city.   All  in  all,  the 
cities  were  faced  with  an  abundance  of  intractable  problems 
and  a  vast  shortage  of  plausible  solutions. 

Emergence  of  Concern  Over  Existing  Housing  and  Older 
Neighborhoods 

For  reasons  already  noted,  FHA  cannot  be  justly 
charged  either  with  the  primary  initiative  or  responsi- 
bility for  the  rapid  growth  of  suburban  and  urban-fringe 
communities  during  the  immediate  post-emergency  period, 
largely  at  the  expense  of  older  neighborhoods  situated 
mainly,  though  not  exclusively,  in  the  cities.   It  can 
fairly  be  said,  however,  that  FHA  took  little  initiative 
to  counter  this  trend,  or  to  repair  or  minimize  the 
damage  which  the  exodus  of  such  a  large  part  of  the  urban 
community  left  behind  it. 

On  the  contrary,  FHA  came  to  share  the  view  of  mortgage 
lenders  (both  Government-assisted  and  conventional)  that 
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older  and  declining  neighborhoods  represented  poor  risks, 
and  were  likely  to  turn  into  expensive  propositions  for 
those  imprudent  enough  to  invest  in  them  on  a  more  re- 
sponsible basis  than  the  familiar  exploitative  arrange- 
ments of  slum  landlords.   The  avoidance  of  such  areas 
by  mortgage  lenders,  and  by  FHA,  which  in  its  extreme 
form  came  to  be  called  red  lining,  had  very  serious 
practical  consequences:   the  more  urgent  the  needs  of 
older  neighborhoods  became,  the  less  new  capital  was  in- 
clined to  take  the  assumed  risks  of  meeting  them.   Hence 
the  decline  fed  upon  itself.   As  neighborhoods  deteriorated, 
essential  municipal  services  -  street  lighting  and  main- 
tenance, police  and  fire  protection,  trash  and  garbage 
removal,  etc. ,  -  tended  to  decline  with  them,  and  this  in 
turn  compounded  the  risks  and  made  the  areas  less  inviting 
than  ever  to  new  investment. 

As  noted  above,  it  was  natural  for  the  FHA  response 
to  be  attuned  to  that  of  the  market.   That  FHA  supplied 
important  elements  of  leadership  in  the  private  housing 
market  is  beyond  question.   But  FHA  was  essentially  capable 
of  leading  effectively  only  in  the  direction  the  market 
was  already  going.   Whatever  may  have  been  the  insights 
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and  efforts  of  individual  FHA  officers  and  technicians, 
it  was  not  in  its  institutional  nature  to  attempt  to  lead 
in  a  direction  where  the  market,  for  its  own  reasons,  was 
unwilling  to  follow.   This  kind  of  redirection  v/ould  re- 
quire policy  guidance  from  outside,  based  upon  a  broader 
perspective  of  the  public  interest  than  FHA,  as  an  insurer 
of  private  risks,  could  be  expected  to  have.*   Such  policy 
guidance  was  to  develop. 

Some  years  before  the  events  of  the  1960's,  serious 
concern  began  to  develop  over  the  relative  neglect  of  the 
existing  housing  stock  and  of  older  but  still  basically 
viable  neighborhoods.   Thus  in  1953,  when  the  President 
with  the  approval  of  Congress  established  the  President's 


*Some  may  quarrel  with  this  statement  on  the  basis  that  the 
FHA  Title  I  program  of  insurance  for  repairs  and  improve- 
ments was  one  of  the  first  FHA  functions ,  and  was  directed 
at  the  maintenance  of  the  existing  housing  stock.   This 
assessment  reflects  a  misunderstanding  of  the  character 
and  purposes  of  Title  I  insurance. 

Originally  enacted  with  the  primary  purpose  of  stimulating 
employment  in  the  construction  trades,  Title  I  rapidly  be- 
came and  has  remained  a  means  of  financing  a  profitable 
business  in  relatively  small  jobs  for  home  improvements 
contractors,  and    relatively  high-return,  low-risk  form 
of  short  term  loans  for  lending  institutions.   It  was 
never  intended  to  be ,  and  never  became ,  a  workable  tool  for 
purposefully  pursuing  a  public  policy  of  arresting  neighbor- 
hood decline  and  preserving  the  existing  housing  supply, 
though  no  doubt  it  made  some  useful,  if  incidental,  con- 
tribution along  those  lines. 
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1/ 

Committee  on  Government  Housing  Policies  and  Programs 

to  review,  evaluate  and  make  recommendations  concerning 

the  whole  range  of  housing  programs  in  which  the  Government 

was  then  engaged,  the  Committee  gave  prominent  attention 

to  this  problem.   In  a  brief  preamble  to  the  specific 

recommendations  in  its  Report,  the  Committee  said: 

"The  Committee  is  impressed  with  the  tremendous 
interest  evident  throughout  the  country  in  re- 
habilitation and  neighborhood  conservation  as 
well  as  the  important  corrective  efforts  recently 
launched  in  some  of  our  cities.   The  program 
recommended  here  is  designed  to  encourage  and 
stimulate  this  activity  through:..." 

"(2)  Extension  of  long-term  FHA  mortgage  insurance 
into  designated  older  areas  of  our  communities  so 
that  liberal  financing  will  be  available  to  build 
and  to  rehabilitate  dwelling  units  for  sale  and 
rent."  (Underlining  added) 5/ 

Out  of  the  recommendations  of  the  Committee  came  legis- 
lative proposals  which,  as  they  took  form  in  the  Housing 
Act  of  1954,  changed  the  "slum  clearance  and  urban  re- 
development" program  of  the  1949  Act  to  "urban  renewal", 
with  the  objective  of  shifting  the  programs  emphasis  away 
from  acquisition  and  clearance  of  blighted  areas  and  al- 
lowing greater  scope  for  the  stabilization  and  improvement 
of  existing  neighborhoods.   Also  provided  in  the  1954  Act, 
as  the  Committee  had  proposed,  were  two  new  forms  of  FHA 
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mortgage  insurance,  Sections  220  and  221,  designed  to 
facilitate  this  reorientation. 

But  the  time  was  not  yet  ripe  for  Government  policy 
to  focus  on  the  problems  of  older  neighborhoods  and  the 
existing  housing  supply  as  a  whole.   Urban  renewal  re- 
mained confined  to  "projects"  in  "urban  renewal  areas". 
Similarly,  Section  220  was  confined  to  insurance  in  urban 
renewal  areas ,  and  was  mainly  conceived  as  a  means  of 
encouraging  private  investors ,  who  were  reluctant  to 
venture  into  these  areas  in  the  absence  of  any  proven 
or  provable  market.   Section  221  was  initially  limited 
to  an  effort  to  solve  the  increasingly  difficult  problems 
of  providing  relocation  housing  for  those  displaced  by 
slum  clearance,  urban  renewal,  and  similar  governmental 
actions . 

The  principal  element  of  the  1954  Act  foreshadowing 
a  broader  sweep  of  governmental  policy  was  the  provision 
linking  assistance  for  urban  renewal  and  the  new  forms 
of  FHA  mortgage  insurance  to  the  existence  in  each  com- 
munity of  an  official  "workable  program"  for  the  elimina- 
tion of  slums  and  blight,  and  for  the  rehabilitation 
and  upgrading  of  blighted  and  deteriorating  neighborhoods, 
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The  "workable  program"  requirement,  however,  was  not  seen 
as  a  Government  initiative  so  much  as  a  stimulus  and  en- 
couragement to  local  communities  to  look  at  their  own 
problems  more  comprehensively  and  realistically. 

FHA  Sections  220  and  221  were  modified  and  amended 
in  the  various  housing  acts  from  1955  through  1959.   These 
changes,  however,  were  in  detailed  provisions,  and  dealt 
mainly  with  liberalization  of  such  matters  as  downpayment 
requirements,  maximum  mortgage  amounts,  and  the  basis  for 
determination  of  insurable  values  in  these  undertakings. 
No  new  major  initiatives  appeared  in  the  legislation  of 
these  years  dealing  with  the  basic  problems  of  older 
neighborhoods  and  the  role  of  mortgage  insurance  in  con- 
nection with  them. 

With  this  background,  we  turn  now  to  an  examination 
of  the  series  of  legislative  and  administrative  policy 
developments  during  the  1960's  which  did  fundamentally 
change  FHA's  posture  in  the  market,  and  the  relative  em- 
phasis in  its  guiding  policies  and  operations  as  between 
housing  in  outlying  areas  and  in  the  older  neighborhoods 
of  the  central  cities. 
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3.  Public  Law  77-24  (1941). 

4.  Executive  Order  10486,  September  12,  1953. 

5 .  Recommendations  on  Government  Housing  Policies 
and  Programs ,  Report  of  the  President's  Advisory 
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CHAPTER  II  -  MORTGAGE  INSURANCE  LEGISLATION  IN 
THE  1960 's  FOR  HOUSING  IN  CENTRAL  CITIES  — 
DEVELOPMENT  AND  OBJECTIVES 


During  the  1960's,  FHA  mortgage  insurance  moved  by 
stages  into  a  new  role  in  the  nation's  efforts  to  solve 
the  housing  problems  of  blighted  or  deteriorating  areas 
in  central  cities.   Through  legislation  authorizing  special 
programs  and  through  administrative  actions,  mortgage 
insurance  became  a  major  tool  for  more  directly  meeting 
those  problems,  as  distinguished  from  the  earlier  support 
efforts  for  urban  renewal  and  the  housing  programs  for 
special  groups,  such  as  the  elderly  and  members  of  coopera- 
tives.  The  new  programs  and  practices  had  the  specific 
objective  of  making  adequate  housing  available  for  the 
broad  category  of  moderate  or  lower  income  families,  who 
in  the  main  are  the  occupants  of  blighted  or  deteriorating 
areas. 

This  new  FHA  role  in  central  cities  was  brought  about 
by  a  series  of  housing  enactments,  and  administrative 
actions  taken  over  most  of  the  decade,  as  explained  below. 
In  many  respects  they  constituted  abrupt  departures  from 
regular  or  traditional  mortgage  insurance  functions. 
Accordingly,  they  were  experimental  in  many  respects,  with 
problems  and  limitations  peculiar  to  each. 
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The  specific  objectives  of  each  of  the  new  programs 
will  be  discussed  later;  but  the  primary  purpose  of  all  of 
them,  and  of  certain  significant  administrative  actions 
in  this  field  noted  herein,  can  be  stated  as  follows: 
through  the  assistance  of  mortgage  insurance  and 
other  related  aids,  to  make  a  substantial  volume  of 
adequate  housing  available  through  new  construction 
or  rehabilitation,  for  moderate  or  lower  income 
families  not  otherwise  able  to  obtain  such  accommo- 
dations. 

To  the  extent  feasible  for  the  assisted  housing  to  be 
provided  in  older,  declining  neighborhoods,  there  was  an 
incidental  but  important  purpose  to  arrest  the  decline  in 
and  help  to  stabilize  those  areas,  and  even  to  reverse  their 
trend  and  start  them  in  the  direction  of  improvement  and 
upgrading.   This  would  serve  not  only  to  preserve  the  values 
of  the  neighborhoods  themselves  but  also  to  extend  the 
usefulness  of  the  very  large  stock  of  existing  older 
housing,  which  otherwise  would  probably  deteriorate  to  the 
point  where  it  would  no  longer  be  retrievable  at  bearable 
costs. 

For  these  purposes,  mortgage  insurance  was  authorized 
on  special  liberal  terms,  and  other  financing  or  subsidy 
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aids  were  given  by  the  Federal  Government,  in  order  to 

induce  sponsors  of  housing  projects  to  build  that  housing, 

to  induce  banks  and  other  lending  institutions  to  make  the 

loans  necessary  for  the  construction  and  long-term  financing 

of  the  housing,  and  to  bring  rentals  or  purchase  prices  of 

the  housing  within  the  financial  means  of  the  families  or 

individuals  to  be  helped. 

It  was  the  intent  of  the  legislation  that  those  to  be 

primarily  benefited  by  it  were  the  needy  families  and 

individuals  eligible  for  renting  or  purchasing  the 

accommodations  to  be  provided.   That  was  the  purpose  of  the 

Executive  Branch  in  proposing  the  legislation,  and  of  the 

Congress  in  enacting  it.   Although  the  construction  of  such 

housing  could  substantially  assist  the  cities  involved  by 

helping  to  meet  their  physical  development  problems  in 

blighted  areas,  that  was  only  an  incidental  purpose  of 

the  programs.   Similarly,  the  programs  naturally  benefited 

the  housing  construction  industry,  and  the  lenders  who 

participated,  but  doing  so  was  also  incidental,  except 

to  a  limited  extent  in  some  programs  as  will  be  seen.   In 

fact,  private  sponsors  for  profit  were  sometimes  restricted 

to  limited  dividend  corporations  in  view  of  the  subsidies 

involved  in  the  program. 
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Legislation  in  the  1960 's  to  provide  housing  for  lower 
or  moderate  income  families  made  a  basic  change  in  FHA 
mortgage  insurance  operations  which  constituted  a  new 
emphasis  on  housing  in  blighted  or  deteriorating  areas  and 
bore  directly  on  the  relative  use  of  FHA  in  the  suburbs  as 
compared  to  the  central  cities.   However,  to  conclude  that 
FHA  shifted  its  emphasis  from  the  suburbs  to  the  central 
city  would  seem  to  imply  erroneously  that  FHA  withdrew  some 
of  its  mortgage  insurance  benefits  from  the  suburbs  and 
gave  them  to  the  central  city.   As  FHA  mortgage  insurance 
is  voluntary  with  the  user  and  in  recent  years  has  been 
authorized  to  all  intents  and  purposes  in  unlimited  amounts, 
an  increased  volume  of  FHA  operations  in  the  central  city 
did  not  in  itself  imply  or  bring  about  any  reduction  of 
mortgage  insurance  in  the  suburbs,  nor  was  that  ever  con- 
templated. 
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CONTEXT  OF  NEW  FHA  ROLE  IN  BLIGHTED  AREAS 
Public  Concern 

The  context  of  the  legislation  giving  FHA  a  new  role 
in  the  1960 's  bears  significantly  on  program  objectives. 
That  legislation  was  only  part  of  the  many  steps  taken  by 
the  Executive  Branch  and  the  Congress  which  demonstrated 
the  Government's  focus  during  that  decade  on  blighted  and 
deteriorating  areas  of  central  cities.   All  of  that  legisla- 
tion accompanied  a  rising  national  interest  in  the  over-all 
problems  of  cities,  especially  physical  blight  and  decay. 
This  was  reflected  in  the  press,  and  in  the  activities  and 
pressures  of  organizations  of  municipal  governments  and 
in  the  policies  of  the  Congress  and  the  officials  of  the 
Executive  Branch.   Many  books  and  articles  were  written 
on  the  plight  of  cities  and  their  inadequate  financial 
and  other  facilities  for  coping  with  the  enormous  problems 
confronting  them.   The  mortgage  insurance  programs  of  the 
Government  were  criticized  as  being  primarily  for  the  more 
affluent  families  of  the  suburbs  and  wholly  ineffective 
for  solving  central  city  problems. 

Similar  criticism  of  the  programs  had  sometimes  been 
directed  by  members  of  the  Congress  to  Government 
witnesses  appearing  at  hearings  on  housing  legislation. 
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An  example  is  the  following  statement  by  Senator  Douglas 

to  Secretary  Weaver  when  he  appeared  at  the  hearings  in 

1965  on  housing  legislation  held  by  the  Subcommittee  on 

Housing  of  the  Senate  Committee  on  Banking  and  Currency 

(S.  1354  hearings,  89th  Congress,  1st  Session,  March  29 

to  April  9,  1965,  page  48) : 

"Many  cities  of  the  country  are  rotting 
and  FHA  has  virtually  abandoned  them.   You 
have  been  putting  money  into  the  suburbs, 
building  up  the  suburbs  and  letting  the  in- 
ner cities  rot.   I  would  like  to  hear  a 
defense  on  that  at  an  appropriate  time." 

When  Mayor  Daley  of  Chicago  appeared  at  the  same 

hearing,  Senator  Douglas  said: 

"Mayor,  I  have  been  conducting  a  running 
feud  with  the  Federal  Housing  Administration 
for  many  years  in  which  I  have  charged  that 
they  have  neglected  the  central  cities  and 
indeed  the  gray  areas  adjacent  to  the  central 
cities  and  have  used  their  efforts  almost  en- 
tirely for  suburban  housing,  which  is  all 
right  in   itself,  but  which  I  have  always  thought 
should  not  be  the  exclusive  function  of  FHA  or 
rather  FHA  should  not  make  it  their  exclusive 
function. 

The  FHA  people  have  tried  to  defend  them- 
selves, emphasizing  that  they  are  interested 
in  and  active  in  the  cities.   But  last  year 
we  forced  them  to  make  a  statistical  study  and 
analysis  of  the  total  number  of  houses  which 
had  been  insured  under  FHA  in  so-called  urban 
renewal  areas ,  which  of  course  are  nearly  all 
located  in  the  central  portion  of  the  cities 
and  largely  identical  to  the  so-called  blighted 
areas ,  and  I  refer  to  a  document  which  they 
filed  July  21,  1964. 
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They  stated  that  up  to  May  31,  1964,  under 
the  220  program  there  had  been  a  total,  over  the 
country  as  a  whole,  of  2,753  FHA-insured  new 
homes  and  696  old  homes  or  after  10  years  of 
operation,  they  have  for  the  Nation  as  a  whole 
provided  insurance  of  approximately  3,300  units 
under  the  program  for  urban  renewal  housing. 

This  is  not  only  a  drop  in  the  bucket.   It 
is  only  a  fraction  of  a  drop  in  the  bucket. 

Now  the  defense  of  FHA  is  that  they  have 
to  be  a  business  organization,  that  they  have 
to  consider  the  future  of  the  neighborhood  and 
the  soundness  of  the  home  and  they  cannot  con- 
sider social  needs." 

(Supra,  page  466) 

In  amplification  of  his  testimony  on  this  occasion, 
Secretary  Weaver  submitted  to  the  Committee  a  table  showing 
the  geographical  distribution  of  properties  with  home 
mortgage  insurance  by  FHA  during  the  preceeding  calendar 
year  (1964) .   It  was  based  on  estimates  furnished  by  all 
FHA  local  insuring  offices  for  the  purpose  of  informing 
the  Committee.   The  table  follows  (supra,  page  49) : 
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Insuring 

Remainder  of 

Types  of  Area   Office 

Jurisdic- 

Total 

Percent 

City 

tion 

New 

Existing 

New 

Existing 

1 

Homes 

Homes 

Homes 

Homes 

Central  cities , 

blighted  areas   408 

4,389 

515 

5,330 

10,642 

2.2 

Central  cities , 

other  "In 

Town"            974 

20,825 

1,854 

15,107 

38,760 

8.1 

Central  cities , 

remainder      9,682 

72,657 

12,660 

56,4470.51,446 

31.6 

Suburban, 

built-up 

areas         31,708 

89,487 

14,412 

56,162 

191,769 

40.1 

Surburban, 

other 

areas         12,841 

24,511 

9,637 

19,213 

66,202 

13.8 

Smaller  and 

rural  non- 

farm             214 

692 

3,908 

15,196 

19,920 

4.2 

Total       55,827 

212,471 

42,986 

167,455 

478,739 

Percent         11.6 

44.4 

9.0 

35.0 

100.0 

— —  —  ■-  "  '  ■■' 

Thus,  according  to  the  table,  not  much  over  2  per  cent 
of  the  total  FHA  home  mortgage  insurance  during  that  period 
was  written  in  central  city  areas  that  could  be  described 
as  blighted  and  deteriorating,  and  hardly  more  than  10%  in 
all  "in  town"  or  "downtown"  central  city  locations,  whether 
blighted  or  standard. 

Strangely,  the  HUD  table  did  not  cover  multi-family 
housing  with  mortgage  insurance.   However,  the  earlier 
HUD  document  to  which  Senator  Douglas  referred  (supra, 
page  472)  also  gave  some  information  as  to  rental  housing 
in  blighted  areas.   It  showed  that  about  41,000  rental 
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housing  units  had  been  constructed,  by  May  31,  1964,  in 
urban  renewal  areas  under  the  so-called  Section  220  program, 
enacted  in  1954  solely  for  use  in  those  areas.   The  document 
also  stated  that  over  70  percent  of  the  155  new  projects 
on  which  insurance  commitments  had  been  issued  in  1963  under 
FHA's  regular  rental  housing  program  (Section  207)  consisted 
of  elevator-type  projects,  which  generally  are  located  in 
city  areas. 

General  interest  in  urban  problems  continued  to  mount 
during  the  1960's.   In  1966,  the  Ribicoff  Subcommittee* 
held  extensive  hearings  on  the  "Federal  Role  in  Urban  ' 
Affairs".   Those  hearings  were  conducted  not  for  the  purpose 
of  developing  specific  legislation  but  to  highlight  the 
weaknesses,  flaws,  and  gaps  in  related  Federal  policies 
and  programs.   In  doing  that  the  hearings  were  very  success- 
ful as  they  intensified  national  publicity  on  the  subject 
through  press  and  TV  coverage. 

In  all,  there  emerged  a  dominant  political  pressure 
in  the  1960 's  for  Federal  action  to  meet  the  over-all 
problems  of  cities,  including  those  relating  to  slums  and 
blight,  which  required  a  new  close  look  at  FHA's  related 
role. 


*Subcommittee  on  Executive  Reorganization  of  the  Senate 
Committee  on  Government  Operations. 
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The  new  role  of  FHA  mortgage  insurance  and  the  other 
steps  relating  to  the  central  city  coincided  in  time  with, 
and  were  greatly  affected  by,  the  rapidly  increasing 
national  interest  and  activity  regarding  the  problems  of 
minorities,  in  conjunction  with  the  Civil  Rights  movement. 
In  the  changing  climate  on  all  Civil  Rights  matters 
following  the  United  States  Supreme  Court  decision  on 
desegregation  in  public  schools  (Brown  v.  Board  of  Education) 
in  1954,  there  had  been  a  growing  demand  for  Executive  or 
legislative  action  to  prevent  racial  discrimination  in 
housing  and  to  relieve  the  housing  plight  of  minorities  who 
constituted  the  bulk  of  those  living  in  blighted  or 
deteriorating  areas  of  central  cities.   Also,  of  course, 
the  1960 's  constituted  an  era  of  racial  disturbances  in 
many  cities.   As  early  as  1963  serious  disorders  erupted  in 
Birmingham;  Savannah;  Cambridge,  Maryland;  Chicago;  and 
Philadelphia.   Disorders  continued  until  the  serious  riots 
in  Newark,  Detroit,  the  Watts  area  of  Los  Angeles,  and 
other  cities  during  the  later  years  of  the  1960's. 

Beginning  much  earlier,  the  growing  pressures  for 
affirmative  action  before  and  during  the  1960 's  led  to  the 
authorization  of  many  new  programs  and  to  the  issuance  of 

45 


Executive  Order  11063  on  November  2,  1962,  prohibiting 
discrimination  in  the  sale,  rental,  or  use  of  government- 
assisted  housing.   Major  legislative  action  in  that  particu- 
lar area  followed,  culminating  in  the  Civil  Rights  Act  of 
1968  which  included  Title  VIII  extending,  in  scheduled 
stages,  the  protection  of  civil  rights  to  housing  generally. 

The  moral  and  political  forces  of  the  time  leading 
to  a  broad  range  of  actions  in  the  field  of  civil  rights 
must  be  recognized  as  a  major  factor  in  the  enactment  of 
the  1960  housing  legislation  for  lower  and  moderate  income 
families,  and  meeting  their  housing  needs  more  adequately- 
must  be  recognized  as  one  of  the  important  objectives  of 
the  legislation.   As  a  practical  matter,  that  objective 
was  automatically  directed  primarily  to  aiding  central 
city  housing,  as  distinguished  from  housing  in  the  suburbs. 

In  addition  to  the  above  factors  first  coming  to  bear 
in  the  1960 's,  there  had  been  another  major  force  in 
existence  for  many  prior  years,  directed  toward  enactment 
of  Federal  programs  that  would  provide  housing  for  moderate 
income  families  such  as  were  subsequently  enacted  during 
that  decade.   That  force  grew  out  of  an  inequity  and  a 
logical  inconsistency  of  Government  housing  policies, 
recognized  in  the  Congress  and  by  many  private  organizations, 
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under  which  a  large  segment  of  families  in  one  particular 
income  range  was  arbitrarily  excluded  from  Federal  subsidies 
and  other  special  aids.   Since  the  enactment  of  the  low-rent 
public  housing  program  in  1937,  substantial  subsidies  were 
made  available  to  people  of  very  low  income  and  at  the  same 
time  many  forms  of  assistance  were  extended  to  those  whose 
incomes  were  high  enough  so  that  they  could  participate 
in  the  benefits  of  the  regular  FHA  mortgage  insurance  and 
other  Federal  aids,  but  no  Federal  aid  of  any  effective 
sort  was  afforded  to  persons  with  income  in  between  the 
incomes  of  those  in  the  two  groups  assisted,   The  "forgotten" 
group  was  labeled  "middle  income"  families,  which  category 
was  later  referred  to  as  "moderate  income  families" , 
"families  of  modest  income",  or  "lower  income  families", 
with  some  shift  in  the  precise  income  of  the  group  referred 
to. 

That  inequity  was  made  more  glaring  by  the  enactment 
of  the  "20  percent  gap"  formula  in  the  public  housing 
program  —  a  provision  added  in  the  Housing  Act  of  1949 
which  expressly  required  the  demonstration  of  a  gap  of  at 
least  20  percent  between  the  upper  rental  limits  for 
admission  to  proposed  low  rent  housing,  and  the  lowest 
rentals  at  which  private  enterprise  unaided  by  subsidy  was 
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providing  in  the  area  a  "substantial  supply"  of  decent,  safe 
and  sanitary  housing.   This  requirement  was  intended  to 
overcome  or  at  least  mitigate  the  fears  of  private  developers 
that  public  housing  might  reach  and  even  overlap  with  their 
markets.   Nevertheless,  it  had  the  effect  of  arbitrarily 
excluding  a  segment  of  undeniably  low  income  families  from 
the  benefits  of  the  program. 

As  early  as  1950,  rising  pressure  to  relieve  this 
inequity  resulted  in  a  major  legislative  proposal  made  and 
vigorously  supported  by  the  Executive  Branch.   It  would 
have  authorized  a  Government  mixed-ownership  corporation 
to  make  direct  loans,  at  less  than  market  rates,  to 
cooperatives  and  other  nonprofit  corporations  for  providing 
housing  to  middle  income  families. 

That  legislation  was  defeated  by  a  close  vote  on  the 
Senate  floor,  primarily  because  of  the  prevailing  fear 
that  it  would  infringe  excessively  on  private  mortgage 
lenders  over  too  broad  a  range  of  housing  activity. 
Subsequently  during  the  1950' s,  special  mortgage  insurance 
and  loan  programs  and  other  aids  were  enacted  for  various 
groups  having  special  housing  needs  (e.g.,  the  elderly), 
but  none  for  middle  income  families  generally. 
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New  60 's  Programs  Other  Than  Mortgage  Insurance  Attacking 
Blight  And  Deterioration 

While  the  detailed  discussion  in  this  chapter  focuses 
primarily  on  developments  and  changing  directions  in  the 
FHA  mortgage  insurance  system,  it  would  be  a  mistake  to 
regard  these  developments  as  if  they  had  occurred  in  a  sort 
of  policy  vacuum.   On  the  contrary,  they  were  part  and  parcel 
of  a  more  generalized,  growing  concern  in  both  the  Executive 
and  Legislative  Branches  over  the  relative  ineffectiveness 
of  Government  policies  and  programs  in  the  central  cities 
and  in  older,  declining  neighborhoods. 

To  keep  the  changes  which  occurred  in  mortgage  insurance 
in  proper  perspective,  it  may  be  useful  to  briefly  recall 
other  initiatives  which  were  being  taken  in  an  effort  to 
strike  at  the  same  problems  through  other  programs,  different 
from  but  sometimes  closely  related  to  the  mortgage  insurance 
activities  of  FHA. 

A  principal  concern  at  that  time  was  rehabilitation 
of  housing  and  other  structures  in  the  deteriorating  areas. 
Years  earlier,  the  Housing  Act  of  1954  had  made  it  possible 
for  an  urban  renewal  project  to  include  the  rehabilitation 
of  structures,  as  distinguished  from  the  much  more  severe 
and  expensive  procedure  involved  in  the  redevelopment 

49 


< 


projects  which  required  land  acquisition  and  demolition  of 
buildings.   However,  that  rehabilitation  was  limited  almost 
entirely  to  voluntary  actions  by  owners  and  code  enforcement 
by  localities,  which  was  then  quite  ineffective  for  reclaim- 
ing blighted  areas.   Accordingly,  as  part  of  the  effort  to 
do  something  about  blight  and  deterioration,  the  Housing 
Act  of  1964  (Section  312)  provided  a  new  program  of  low' 
interest  rate  (3%)  loans  to  the  owner  or  tenant  of  a  home 
or  business  property  in  an  urban  renewal  area  who  could 
not  otherwise  obtain  the  financing  necessary  for  the 
rehabilitation  work  required  to  make  the  property  conform 
to  local  code  requirements  or  an  urban  renewal  plan.   A 
loan  could  have  a  maturity  as  long  as  twenty  years  and  be 
as  large  as  $10,000  in  the  case  of  a  dwelling  or  $50,000 
in  the  case  of  a  business  property. 

Under  later  amendments,  the  Section  312  program  was 
amended  to  extend:  CI 1  to  housing  in  deteriorating  areas 
other  th.an  those  involving  urban  renewal,  where  a  substantial 
number  of  structures-  were  found  by  the  local  governing  body 
to  need  rehabilitation  and  to  be  in  violation  of  local  mini- 
mum housing  standards  and  the  locality  met  certain  other 
requirements;  and  (2)  provide  that  borrowers  would  be  eligible 

who  could  not  find  comparable  (3%)  financing,  rather  than 

1/ 

"reasonable"  financing  in  the  original  legislation. 
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The  1964  Act  (Section  306)  also  provided  aid  to 
blighted  areas  of  cities  by  permitting  urban  renewal  lands 
or  buildings  to  be  sold  at  below-market  prices  to  nonprofit 
or  limited-pro  Jit  purchasers  who  would  use  them  to  provide 
rehabilitated  or  new  housing  for  moderate  income  families 
or  individuals.   Those  prices  were  to  be  based  on  the  fair 
value  of  the  property  for  use  in  providing  that  housing, 
taking  into  consideration  the  limited  amounts  such  families 
could  pay  as  rentals. 

The  following  year,  several  specific  legislative  steps, 
in  addition  to  mortgage  insurance,  were  directed  at  blighted 
or  deteriorating  areas  of  central  cities.   The  Housing  and 
Urban  Development  Act  of  1965  (Section  106(a))  authorized 
a  program  of  Federal  grants  through  local  public  agencies  to 
low  income  families  in  urban  renewal  areas  to  rehabilitate 
the  deteriorated  structures  in  which  they  lived.   Grants  up 
to  $1,500  were  permitted,  to  families  with  incomes  of  $3,000 
or  less  per  year,  to  bring  the  structures  up  to  standards  for 
decent,  safe  and  sanitary  housing  as  required  by  a  local  code 
or  urban  renewal  plan.   For  families  with  higher  incomes,  a 
smaller  grant  could  be  combined  with  a  loan  if  the  resulting 
monthly  repayments  would  not  raise  total  housing  expense  of 
the  borrower  above  2  5  percent  of  income. 

By  later  amendments,  that  program  was  extended  to  areas  other 
than  those  involving  urban  renewal  where  the  local  governing 
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body  found  that  a  substantial  number  of  structures  needed 
repair  and  improvement  and  where  the  locality  had  met 

certain  other  requirements.   The  maximum  grant  was 

2/ 
also  increased  to  $3,500.—   The  objective  of  that  program 

was  to  make  it  possible  for  low  income  home  owners  to  have 

essential  repairs  made  to  their  dwellings  in  cases  where 

those  families  could  not  otherwise  afford  to  do  so,  and 

thus  to  help  achieve  rehabilitation  for  whole  neighborhoods. 

3/ 
That  was  an  express  intent  of  the  Congress.— 

The  same  Act  (Section  311(a))  provided  a  new  program 

of  Federal  grants  to  pay  two- thirds  of  a  locality's  cost  in 

demolishing  structures  constituting  a  public  nuisance  or  a 

serious  health  or  safety  hazard.   The  demolition  had  to  be 

on  a  planned  neighborhood  basis  and  to  further  urban  renewal 

objectives,  and  the  locality  had  to  have  a  program  to 

enforce  housing  and  related  codes  and  meet  certain  other 

requirements.   The  same  section  of  the  Act  also  provided  for 

another  Federal  program  of  grants  to  cities  and  other 
localities  to  help  them  carry  out  programs  of  concentrated 

code  enforcement  in  deteriorated  or  deteriorating  areas 
in  which  such  enforcement,  together  with  public  improve- 
ments to  be  provided  by  the  locality,  could  be  expected  to 
arrest  the  decline  of  the  area.   Such  grants  could  be  up 
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to  two-thirds  (or  three-fourths  in  a  city  of  50,000  or  less) 
of  the  cost  of  planning  and  carrying  out  the  programs, 
which  could  include  the  repair  of  necessary  streets, 
curbs,  lighting  and  similar  improvements  in  these  areas. 
This  program  was  proposed  and  enacted  in  recognition  of 
the  very  limited  success  of  all  earlier  programs  and 
efforts  to  get  localities  to  take  affirmative  action  to 
enforce  their  housing  codes,  which  had  been  a  major 
objective  of  legislation  to  help  blighted  areas  ever  since 
the  enactment  of  the  urban  redevelopment  program  in  the 
Housing  Act  of  1949. 

The  1965  Act  (Section  703)  authorized  another  program 
-of  matching  Federal  grants  to  assist  localities  in 
providing  "neighborhood  facilities"  that  furnished  health, 
recreational  and  similar  social  services  to  low  or  moderate 
income  families.   Priority  was  given  to  projects  for  low 
income  families  and  to  those  carried  cut  in  conjunction  with 
a  Community  Action  Program  undertaken  under  the  Economic 
Opportunity  Act. 

It  will  be  remembered,  of  course,  that  the  "model 
cities"  program  was  also  enacted  during  the  1960's,  as  a 
major  feature  of  the  Demonstration  Cities  and  Metropolitan 
Development  Act  of  1966,  to  deal  broadly  and  directly  with 
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urban  blight  and  decay  on  an  experimental  and  demonstration 
basis.   It  constituted  a  unique  and  monumental  effort  by 
the  Federal  Government  to  deal  with  the  cities'  problems 
of  slum  and  blighted  areas  because: 

(1)  It  was  very  comprehensive  in  the  scope  of 
activities  authorized  —  including  virtually  all 
of  the  relevant  physical  and  social  undertakings 
a  city  could  imagine, 

(2)  It  required  the  local  undertaking  to  be  of 
such  magnitude  as  to  arrest  blight  and  decay  in 
entire  sections  or  neighborhoods  of  the  city, 

(3)  It  authorized,  and  in  fact  gave  priority  to, 
innovative  programs  not  previously  undertaken 
or  proposed,  and 

(4)  It  constituted  an  unprecedented  shift  of 
responsibility  from  the  Federal  Government  to 
localities  in  formulating  policies  and  making 
decisions  with  respect  to  urban  problems,  and 
thereby  constituted  the  forerunner  of  the  special 
revenue  sharing  or  "block  grant"  legislation  for 
community  development  proposed  in  later  years  and 
finally  enacted  in  the  Housing  and  Community 
Development  Act  of  1974. 
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The  principal  financial  assistance  authorized  for  a  local 
demonstration  or  "model  cities"  program  was  a  100  percent 
Federal  grant,  which  had  a  maximum  dollar  ceiling  equal  to 
80  percent  of  the  locality's  total  share  of  contributions 
for  all  other  Federal  grant-in-aid  activities  in  connection 
with  the  model  cities  undertaking.   Grants  up  to  80  percent 
of  cost  were  also  authorized  for  planning  and  administering 
the  undertaking. 

A  further  effort  late  in  the  1960's  was  the  enactment 
of  a  program  (Section  514  of  the  Housing  and  Urban  Develop- 
ment Act  of  1968)  known  as  "interim  assistance  for  blighted 
areas".   Under  it,  Federal  grants  up  to  two-thirds  of 
cost  (or  three-fourths  in  cities  of  50,000  or  less)  were 
made  available  to  cities  and  other  local  governments  to 
carry  out  programs  to  alleviate  harmful  conditions  in 
slum  and  blighted  areas  that  had  been  planned  for  substantial 
clearance,  rehabilitation,  or  code  enforcement  in  the  near 
future  but  which  required  some  immediate  action.   These 
actions  could  include  the  repair  of  streets,  sidewalks, 
parks,  playgrounds,  public  utilities  and  buildings,  the 
improvement  of  private  property  or  demolition  of  structures 
to  remove  public  health  or  safety  hazards,  the  establishment 
of  temporary  playgrounds,  and  the  provision  of  related  services 
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Employment  of  residents  of  the  blighted  area  had  to  be 
encouraged  where  feasible. 

The  interim  assistance  program  dealt  with  a  prevalent 
plight  of  residents  and  property  owners  in  slum  and  blighted 
areas  after  the  local  government  announced  a  planned  com- 
munity action  but  before  the  time  when  work  actually  began 
on  it.   Often  this  was  a  lengthy  period  when  improvements 
were  not  made  in  the  area,  credit  was  not  available  for 
private  owners,  and  employment  for  area  residents  diminished. 
Some  persons  within  the  Executive  Branch  referred  slightingly 
to  the  original  proposal  for  this  new  activity  as  the 
"band-aid"  program.   It  was  also  criticized  by  some  as 
being  inadequate  assistance,  and  by  others  as  being  a 
wasteful  expenditure.   It  had  the  merit,  however,  of 
meeting  a  real  problem  and  permitting  a  given  amount  of 
funds  to  immediately  benefit  a  larger  area  (or  more  areas) 
than  the  immediate  expenditure  of  the  same  amount  of 
funds  for  urban  renewal  demolition  or  other  more  extensive 
action. 
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THE  FIRST  NEW  MORTGAGE  INSURANCE 
PROGRAM  OF  THE  1960  '  s— SECTION  221(d)  (3) 

General 

Through  the  years  following  the  defeat  in  1950  of 
legislation  to  provide  housing  for  "middle  income"  families, 
a  number  of  bills  with  similar  objectives  were  introduced 
in  the  Congress  without  Executive  Branch  support  and  were 
not  enacted.   It  was  not  until  1961  that  the  Administration 
proposed  and  the  Congress  enacted  legislation  designed  to 
provide  housing  for  "middle  income"  families  which, by  that 
time, had  come  to  be  referred  to  as  "moderate  income" 
families.   Unlike  the  proposal  of  1950,  the  1961  legislation 
was  an  FHA  mortgage  insurance  operation  with  a  subsidy 
feature,  and  it  differed  substantially  from  earlier 
.proposals  to  assist  "middle  income"  families.   The  author- 
ization for  the  new  program  was  designated  section  221(d) (3) 
of  the  National  Housing  Act. 

The  forces  leading  to  the  enactment  of  the  new  program, 
and  its  objectives,  included  those  discussed  above  with 
respect  to  the  1960  housing  programs  in  general.   The 
Administration  made  clear  in  its  supporting  testimony 
before  Committees  of  the  Congress  that  the  legislation  was 
intended  primarily  for  moderate  income  families  living  in 

central  cities  where  high  land  costs  made  it  impractical 

4/ 
to  provide  single  family  homes.  —   The  families  to  be 

benefited  were  described  as  those  with  incomes  between 
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$4,000  and  $6,000,  and  it  was  estimated  that  there  were 

5/ 
some  11  million  families  in  the  country  within  that  range.— 

In  general,  those  were  thought  to  fall  in  the  range  of 

incomes  too  high  for  public  housing  but  too  low  for  paying 

rents  in  decent  private  housing. 

The  intended  relationship  of  aid  for  those  families 
to  blighted  or  deteriorating  areas  of  cities  can  also  be 
seen  from  an  accompanying  statement  in  the  testimony  that 
some  15.7  million  dwelling  units,  or  27  percent  of  the 
housing  supply,  were  then  substandard  (3  million  dilapidated; 
8.4  million  deteriorating;  and  4.3  million  sound  but  lacking 
some  or  all  plumbing  facilities) .— /   That  was  in  line  with 
a  general  recognition  by  all  those  supporting  the  legislation 
that  previous  housing  programs  had  proved  inadequate  to 
materially  improve  the  blighted  conditions  of  central 
cities  throughout  the  nation,  and  that  more  effective 
solutions  required  additional  or  more  effective  Federal 
assistance . 

There  was,  however,  one  additional  factor  giving  rise 
to  this  particular  program  which  should  not  be  ignored 
here,  as  it  bore  on  the  intent  of  the  legislation.   The 
course  of  housing  construction  throughout  the  previous 

year,  19  60,  had  been  generally  in  a  downward  direction, 

6/ 

continuing  a  trend  that  had  begun  the  year  before.— 

That  was  true  notwithstanding  the  fact  that  the  availability 
of  mortgage  funds  at  prevailing  interest  rates  improved 
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gradually  during  most  of  that  year.   Funds  became  generally 

available  for  conventional  and  FHA-insured  5-3/4  percent 

7/ 
mortgage  loans,  —  but  home  building  was  on  the  decline, 

dropping  to  1,258,000  starts — 18  percent  below  the  previous 

year.  —   Although  funds  were  available,  a  significant 

reduction  occurred  in  mortgage  lending,  and  by  March  1961, 

about  one  out  of  every  five  construction  workers  was 

unemployed.  ~J      These  circumstances  contributed  to  the 

belief  that  further  legislation  was  desirable  to  stimulate 

housing  production  for  moderate  income  families.   The 

Senate  Committee,  for  instance,  after  discussing  the 

need  for  action  to  stimulate  a  distressed  housing  economy, 

referred  to  moderate  income  families  as  "...a  large  untapped 

market  heretofore  largely  overlooked  and  neglected."  _' 

Central  City  Purpose 

One  particular  provision  of  the  legislation  establishing 

the  new  program  reflected  its  primary  purpose  of  meeting 

the  moderate  income  housing  needs  of  deteriorating  areas 

in  central  cities  as  distinguished  from  such  needs  in  the 

suburbs  or  other  areas.   That  provision  was  the  so-called 

"workable  program"  requirement  first  written  into  the 

Housing  Act  of  1954,  which  was  determined  to  be  essential 

for  the  new  rental  housing  legislation  but  was,  at  the  same 

time,  determined  to  be  unnecessary  for  an  accompanying 

program  being  proposed  to  assist  home  ownership. 
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While  developing  proposed  legislation  for  the  new 
program  of  rental  housing  for  moderate  income  families, 
the  Executive  Branch  was  at  the  same  time  developing  for 
home  purchasers  another  special  mortgage  insurance  program 
on  very  liberal  terms  but  without  any  subsidy  feature. 
The  proposed  legislation  for  both  programs  utilized,  in 
large  part,  existing  statutory  provisions  applicable  to  a 
special  mortgage  insurance  program  for  displaced  families 
that  included  a  requirement  for  the  "workable  programs  " . 
Under  that  requirement,  the  benefits  of  the  housing  program 
involved  could  not  be  extended  to  a  city  unless  it  had 
adopted  an  "official  plan  of  action"  for  effectively 
dealing  with  the  problems  of  urban  slums  and  blight 
within  the  community,  for  the  establishment  and  preserva- 
tion of  well-organized  neighborhoods  of  decent  homes  and 
suitable  living  environments,  for  utilizing  appropriate 
private  and  public  resources  to  eliminate  and  prevent 
the  development  or  spread  of  slums  and  urban  blight,  to 
encourage  needed  urban  rehabilitation,  and  to  provide  for 
the  redevelopment  of  blighted,  deteriorated  or  slum 
areas.   As  noted  above,  that  requirement  had  been  imposed 
for  a  number  of  years  in  connection  with  government 
programs  to  assist  in  the  removal  of  blighted  and  deteriora- 
ting conditions  of  cities.   It  was  based  on  the  principle 
that  such  Federal  benefits  should  not  be  extended  to  any 
area  of  a  city  unless  the  city  had  made  some  meaningful 
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effort  to  meet  its  own  problems  of  urban  blight  and 
decay . 

Accordingly,  it  was  decided  by  the  Executive  Branch 
that  this  "workable  program"  requirement  should  be 
applied  to  the  new  rental  housing  program  for  moderate 
income  families  because  that  program  would  be  directed 
primarily  to  assisting  such  families  in  central  cities  and 
to  helping  to  meet  the  city's  problems  of  urban  blight  and 
decay.   That  housing  was  considered  to  be  part  of  the 
city's  "workable  program."   At  the  same  time  it  was  decided 
that  the  requirement  should  not  apply  to  the  other  program 
being  proposed  to  assist  home  ownership  because  it  did  not 
have  that  primary  purpose.   The  legislation  was  proposed 
and  enacted  accordingly. 

The  Essential  Subsidy  Element 

In  the  development  of  this  proposed  moderate  income 
housing  legislation  by  the  Executive  Branch,  it  was  apparent 
that  some  new  form  of  Federal  financial  assistance  was 
essential  to  bring  rentals  within  the  means  of  the  moderate 
income  families  intended  to  be  served  and  thereby  also  help 
cities  meet  some  of  their  problems  of  blight  and  decay. 
The  mere  liberalization  of  mortgage  insurance  terms,  as 
provided  under  earlier  programs,  was  desirable  but  clearly 
inadequate  for  the  objective  now  sought. 


61 


• 


What  appeared  to  be  needed  was  some  form  of  Federal 
subsidy  in  sufficient  amount  to  assure  success  in  helping 
to  meet  that  objective.   It  had  to  be  the  base  for  a 
meaningful  and  substantial  program  because  it  was  being 
proposed  as  the  major  thrust  of  the  Housing  Bill  of  1961, 
one  of  the  major  domestic  efforts  of  the  incoming 
Administration  of  President  Kennedy.   At  the  same  time,  it 
was  recognized  that  any  proposal  for  overt  cash  payments 
by  the  Federal  government  to  assist  housing  for  families 
above  the  low  income  range  of  public  housing,  or  a 
Federal  direct  loan  program  such  as  defeated  in  1950,  would 
be  controversial  and  possibly  unacceptable  to  the  Congress. 

On  the  other  hand,  one  form  of  indirect  Federal 

subsidy  for  housing  had  proved  acceptable  to  the  Congress 

over  a  period  of  many  years  and  had  been  successful  for 

the  purpose  of  granting  some  financial  assistance  to 

housing.   That  was  aid  provided  under  the  "special 

assistance  functions"  of  the  Federal  National  Mortgage 

Association,  which  was  then  a  part  of  the  Executive  Branch 

* 
of  the  Federal  Government.    Under  that  operation,  FNMA 

purchased  an  FHA  insured  mortgage  loan  made  by  a  bank  or 

other  lender  to  a  housing  developer.   The  lender  thereby 

received  Federal  assistance  in  addition  to  the  mortgage 


The  special  assistance  functions  are  now  handled  by 
the  Government  National  Mortgage  Association  in  HUD. 
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insurance,  by  being-  relieved  of  whatever  risk  might  be 
involved  under  the  mortgage  and  obtaining  immediate 
recoupment  of  the  unpaid  amount  of  the  loan.   In  the  case 
of  multifamily  projects,  the  lender  could  still  continue 
to  receive  a  fee  from  FNMA  for  servicing  the  mortgage  loan. 

Under  the  special  assistance  function  of  FNMA ,  an 
added  benefit  was  provided  which  amounted  to  an  indirect 
loan.   After  the  builder  had  selected  his  site  to  be 
used  for  construction  with  the  assistance  of  an  FHA 
insured  mortgage,  but  before  the  execution  of  the  mortgage, 
the  lender  obtained  a  commitment  from  FNMA  to  purchase 
the  mortgage  when  made,  and  when  insured  by  FHA.   In 
that  case,  the  lender  had  no  risk  under  the  mortgage.   Also, 
the  lender  was  permitted  to  sell  the  mortgage  to  FNMA  at 
a  price  above  its  value  in  the  private  market.   The  price 
was  set  by  FNMA  at  100  percent  of  the  unpaid  amount  of  the 
mortgage  (i.e.  at  par)  or  at  some  other  amount  above  market 
price  at  the  time.   It  was  that  extra  amount  of  the  price 
paid  by  FNMA  which  constituted  the  subsidy  furnished  by 
the  Federal  Government.   Of  course,  this  was  all  done  to 
induce  the  lender  to  make  the  loan  for  housing  construction 
with  some  special  social  objective  and  to  lower  the  cost 
to  the  home  purchaser  or  tenant  by  lowering  the  debt  service 
on  the  mortgage . 

Whether  the  Government  ever  lost  any  money  on  the 

mortgage  depended  on  repayment,  or  on  when  it  was  resold, 
and  the  market  conditions  at  that  time. 
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To  provide  the  needed  subsidy  for  the  new  program, 
that  same  special  assistance  operation  of  FNMA  was  adapted 
with  a  new  feature.   Previously,  the  interest  rate  on 
mortgages  purchased  by  FNMA  had  been  the  same  as  the 
interest  rate  on  other  insured  mortgages .   Under  the 
proposed  program,  the  interest  rate  on  the  mortgages 
purchased  was  considerably  lower  than  the  usual  rate.   It 
was  prescribed  in  the  law  as  "the  average  market  yield 
to  maturity  on  all  outstanding  marketable  obligations 
of  the  United  States  adjusted  to  the  nearest  one-eighth  of 
1  percentum, "  which  in  19  61  amounted  to  3-1/8  percent. 

Those  provisions  were  included  in  the  program  as 
enacted  by  the  Congress  but,  by  an  amendment  in  the  Housing 
and  Urban  Development  Act  of  1965,  the  interest  rate  was 
fixed  at  3  percent.   That  was  done  because  the  original 
formula  had  increased  the  interest  rate  under  the  program 
to  3-7/8  percent  and  it  was  expected  to  go  soon  to 
4  percent,  thereby  increasing  debt  service  and  rentals 
and  limiting  the  program  to  higher  income  families. 

The  legislation,  as  proposed  and  enacted,  authorized 
an  additional  Federal  subsidy  which  provided  a  benefit 
similar  to  the  one  described  above.   The  premium  charge 
by  FHA  for  the  mortgage  insurance  could  be  waived  in  whole 
or  in  part.   Appropriations  to  the  applicable  mortgage 
insurance  fund  were  authorized  to  reimburse  it  for  any 
resulting  net  losses. 
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Liberalized  Mortgage  Insurance  Terms 

As  indicated ,  liberal  mortgage  insurance  terms  (as 
compared  to  those  under  the  regular  FHA  programs)  had  been 
in  use  earlier  for  narrower  programs  having  special  social 
objectives.   These  were  substantial  aids  and,  when  added 
to  the  subsidy  in  the  new  FHA  Section  221(d) (3)  program 
for  moderate  income  families,  provided  a  very  effective 
inducement  for  private  sponsors  and  lenders  to  participate 
in  the  program. 

These  liberalized  mortgage  terms  were  modifications 
of  two  traditional  legal  requirements,  under  the  regular 
FHA  mortgage  insurance  programs,  relating  to  the  maximum 
amount  of  an  eligible  mortgage  and  whether  it  could 
qualify  for  mortgage  insurance:   (1)  a  fixed  maximum 
loan-to-value  ratio,,   meaning  the  mortgage  could  not  ex- 
ceed    a  fixed  percentage  of  the  "estimated  value"  of 
the  property  after  construction,  generally  90  percent  in 
the  case  of  multifamily  structures  for  rental;  and  (2)  a 
standard  for  the  entire  proposed  project  known  as  "economic 
soundness",  which  is  a  statutory  term  without  statutory 
definition,  but  which,  through  regulation  and  under- 
writing practice,  has  come  to  mean  fixed  standards  of 
site  location,  environment,  construction  and  site  im- 
provements, and  the  present  and  future  purchase  or 
rental  market.   All  of  these  requirements  were  underwriting 
standards  having  as  their  purpose  the  avoidance  of  undue 

65 


risk  and  consequent  loss  to  the  applicable  FHA  insurance 
fund--that  is,  to  keep  the  fund  on  an  actuarially  sound 
basis.   An  economically  sound  project  and  a  sufficiently 
low  mortgage  loan  amount  (in  relation  to  the  property 
given  as  security  for  the  mortgage  loan)  helped  to 
reduce  the  probability  of  default  on  the  loan  and  to 
reduce  the  amount  of  loss  to  the  FHA  fund  in  the  event 
of  default  when  FHA  had  to  pay  the  insurance  to  the  lender 
and  take  over  the  property  to  recoup  some  of  its  loss. 

Loan-to-Value  Ratio.   Under  the  new  FHA  program  for 
moderate  income  families,  a  maximum  ratio  standard, 
differing  in  two  ways  from  the  one  used  in  regular  FHA 
programs,  was  adopted  (from  existing  provisions  already 
applicable  to  other  special  programs)  to  make  it  possible 
to  insure  a  mortgage  at  a  higher  dollar  amount.   Of  course, 
that  helped  provide  an  inducement  for  a  builder  to  parti- 
cipate in  the  program  because  it  reduced  the  amount  of 
funds  or  property  that  he  would  have  to  obtain  through 
sources  other  than  with  proceeds  under  the  mortgage  loan. 

First ,  the  maximum  percentage  prescribed  in  the  new 
loan-to-value  ratio  was  100  percent,  instead  of  the 
90  percent  usually  applicable  to  rental  housing. 

Second,  the  standard  of  "replacement  cost"  was  used 
instead  of  "estimated  value"  for  new  construction  under 
the  program.   That  substitution,  in  the  usual  case, 
produces  a  larger  amount  and  therefore  a  higher  maximum 
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amount  for  the  mortgage.   That  is  true  because,  as 

applied  by  FHA  in  processing  an  application  for  mortgage 

insurance,  "value"  is  the  lowest  of  (1)  "replacement 

cost,"  (2)  prevailing  sales  prices  of  similar  real  property, 

and  (3)  capitalization  value  based  on  "estimated  net  return" 

and  "estimated  fair  return."   Of  these  three  factors, 

"replacement  cost"  was  the  most  specific  and  least  subjective 

as  it  consisted  of  the  cost  items  determined  appropriate 

by  FHA  in  the  development  of  the  housing  project.   In 

addition,  the  statute  generally  furnished  guidance.   Thus, 

in  the  case  of  this  program  (Section  221(d) (3)),  the 

statute  says  "replacement  cost"  may  include  the  estimated 

cost  of 

"the  land,  the  proposed  physical  improvements, 
utilities  within  the  boundaries  of  the  land, 
architects '  fees  ,  taxes ,  interest  during 
construction,  and  other  miscellaneous  charges 
incident  to  the  construction..." 

In  the  case  of  housing  provided  by  rehabilitation  under  the 

program,  the  term  included  the  estimated  cost  of  the  repair 

and  rehabilitation,  plus  the  estimated  value  of  the  property 

before  repair  and  rehabilitation.   The  "value"  concept  had 

to  be  used  here  because  current  costs  of  making  property 

improvements  had  no  necessary  relationship   to  the  value 

of  structures  built  in  prior  years. 

The  use  of  "replacement  cost"  (instead  of  "value")  was 

especially  important  in  blighted  or  deteriorating  areas, 

because  the  other  two  factors  (listed  above)  used  in 
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determining  "value"  can  be  lower  in  those  areas  than  in 
other  areas.   That  is  because  environmental  factors  in 
deteriorating  areas  can  reduce  the  price  of  similar  real 
property  or  reduce  the  capitalized  value  of  the  housing 
covered  by  mortgage  insurance.   On  the  other  hand, 
"replacement  cost"  could  be  higher  in  these  areas  than 
in  others  because  of  the  frequently  high  cost  of  acquiring 
land  for  multifamily  structures  in  blighted  or  deteriorating 
areas . 

"Economic  Soundness"  Waived.   Since  the  beginning 
of  the  regular  FHA  mortgage  insurance  programs ,  there  has 
been  a  statutory  requirement  that  the  housing  property 
or  project  covered  by  the  insured  mortgage  be  "economically 
sound".   Originally  that  term  had  no  different  meaning 
than  the  usual  sense  of  the  words  used  and  was  intended 
to  provide  a  general  standard  for  the  protection  of  the 
mortgage  insurance  system  against  undue  loss  over  the  life 
of  the  mortgage.   For  that  protection  it  was  necessary, 
of  course,  to  look  at  more  than  the  "value"  of  the  property 
at  the  time  of  the  insurance,  which  was  determined  as 
described  above.   It  was  also  necessary  to  consider  all 
aspects  of  construction  to  determine  whether  it  was 

68 


of  such  materials  and  design  that  it  would  be  likely  to 
remain  in  satisfactory  condition  until  the  mortgage  loan 
was  repaid.   Similarly,  would  the  condition  of  the  site  and 
related  property  necessary  for  the  maintenance  of  the 
property  continue?   In  addition,  it  was  necessary  to 
judge  the  future  market  for  the  property.   In  the  case 
of  multi-family  structures  that  meant  a  determination  with 
respect  to  the  demand  for  dwellings  in  the  area  and  the 
rentals  which  prospective  tenants  would  be  able  to  pay  in 
future  years.   That  knowledge  was  important  for  the 
purpose  of  knowing  the  probability  of  default  on  the 
mortgage ,  and  also  to  know  the  extent  of  probable  loss  to 
FHA  if  the  project  went  into  default.   In  the  case  of 
owner-occupied  housing,  it  was  important  to  weigh  the 
future  demand  for  the  purchase  of  that  type  of  property 
and  the  price  which  purchasers  would  probably  pay  in  the 
event  that  the  mortgage  went  into  default  and  the  property 
had  to  be  sold. 

Notwithstanding  the  simple  meaning  of  "economic 
soundness"  in  the  original  law,  it  acquired  through  the 
years  a  quite  complex  and  fixed  meaning  by  virtue  of  FHA 
regulations  and  underwriting  practices  to  the  point  of 
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encompassing,  for  example,  voluminous  detail  in  the  form 
of  "minimum  property  standards".   Inherent  in  this  opera- 
tion were  those  requirements  which  would  best  assure  the 
future  marketability  of  tire  housing.   In  applying  them, 
the  FHA  naturally  tended  toward  imposing  on  projects  those 
features  of  construction  planning  and  design,  site  loca- 
tion, and  other  physical  characteristics  which  had  been 
time-tested  and  accepted  in  the  market  in  past  years.   The 
prime  consideration  by  FHA  was  the  insurance  aspect  of  the 
program,  which  obviously  constituted  a  conservative  ap- 
proach when  applied  toward  new  forms  of  housing,  or  even 
new  programs  with  novel  methods  of  financing  or  new  special 
forms  of  ownership. 

As  a  result  of  this  practice,  a  general  impression 
developed,  especially  among  builders,  special  interest 
groups,  the  press,  and  members  of  the  Congress,  that  FHA 
standards  were  inconsistent  with  any  innovative  housing 
operations  or  new  housing  programs.   This  was  especially 
true  with  respect  to  housing  in  blighted  or  deteriorating 
areas  where,  because  of  the  physical  environment  or  un- 
certain market  stability  in  the  area,  a  conservative  approach 
toward  the  future  market  for  the  housing  would  lead  to  a 
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determination  that  the  project  was  not  "economically 
sound"  and  therefore  could  not  be  approved. 

Accordingly,  when  new  mortgage  insurance  programs  were 
proposed  and  enacted  to  meet  a  special  social  objective, 
especially  in  blighted  or  deteriorating  areas,  the  legisla- 
tion omitted  the  requirement  for  "economic  soundness"  and 
substituted  a  new  term  such  as  "acceptable  risk".   Generally 
that  would  require  the  project  to  constitute  an   acceptable 
risk  giving  consideration  to  objectives  of  the  program. 

Accordingly,  the  legislation  authorizing  the  new 

program  for  moderate  income  families  (Section  221(d) (3)) 

did  not  require  "economic  soundness"  but  adopted  the 

following  provision  already  applicable  to  another  special 

program; 

"The  property  or  project  which  shall  comply  with 
such  standards  and  conditions  as  the  Secretary 
may  prescribe  to  establish  the  acceptability 
of  such  property  for  mortgage  insurance..." 

The  principal  purpose  of  the  law  in  applying  this  standard 

was  to  permit  a  new  approach  in  underwriting  which  would 

be  adaptable  to  approving  mortgage  insurance  for  housing 

for  moderate  income  families  in  blighted  or  deteriorating 

areas'  where  the  project  would  not  meet  the  stringent 
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requirements  applied  to  "economic  soundness"  tests.   It 
was  intended  that  FHA  develop  and  apply  such,  requirements 
as  would  permit  the  program  to  go  forward  as  contemplated 
by  the  statute.   Any  aspect  of  project  risk  involved  in 
the  insurance  of  the  mortgage  could  differ  in  degree  from 
that  required  under  "economic  soundness",  but  some  pre- 
requisites consistent  with  any  reasonable  insurance 
operation  could  not  be  avoided.   For  example,  there  would 
have  to  be  reasonable  assurance  that  a  market  for  rental 
housing  existed  in  the  area  which  would  return  rentals 
sufficient  to  pay  operating  expenses  and  taxes  and  to  make 
the  amortization  payments  required  by  the  mortgage,   On 
the  other  hand,  even  here  it  would  not  be  necessary  to 
have  the  same  degree  of  assurance  with  respect  to  a  future 
market  in  the  area  as  would  be  required  for  "economic 
soundness" . 

The  waiver  of  "economic  soundness"  was  thus  an 
essential  feature  of  the  new  program  for  moderate  income 
families  at  least  with  respect  to  projects  in  blighted 
or  deteriorating  areas . 

In  addition  to  the  above  provisions  relating  to 
underwriting,  the  1961  Act  established  maximum  dollar 
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ceilings  for  mortgages  insured  under  the  new  program  which 
were  somewhat  higher  than  under  earlier  programs.   That 
was  an  added  inducement  for  sponsors  of  projects  to 
participate,  but  was  designed  primarily  to  fix  the  ceilings 
at  amounts  which  would  be  in  line  with,  current  costs. 

Some  additional  incentive  was  also  furnished  by  a 
provision  in  the  Act  which  authorized  FHA  to  pay  insurance 
claims  under  the  new  program  in  cash  instead  of  the  usual 
FHA  debentures.   That  was  a  departure  from  a  basic  con- 
cept of  the  original  mortgage  insurance  system.   Under 
the  debenture  system,  protection  was  afforded  to  the 
United  States  as  well  as  to  the  lender  through  the  authority 
to  settle  an  insurance  claim  by  furnishing  long  term 
obligations  (debentures)  to  lenders,  backed  by  the  full 
faith  and  credit  of  the  United  States.   Settling  claims 
in  debentures  rather  than  cash  permitted  the  FHA  fund 
to  avoid  heavy  cash  withdrawals  from  the  Treasury.   In 
addition,  a  policy  of  orderly  liquidation  of  acquired 
properties  over  a  substantial  period  avoided  the  adverse 
effects  of  wholesale  dumping  of  properties  in  an  already 
distressed  market  such  as  might  occur  during  a  recession 
or  depression. 
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Rentals  and  Income  Group  to  Be  Served. 

As  previously  indicated,  the  "families  of  moderate 
income"  to  be  benefited  by  this  program  were   according  to 
Administration  testimony  on  the  legislation,  those  with 
incomes  between  $4,0  00  and  $6,000.   However,  the  statute 
did  not  limit  the  program  to  any  such  specific  group. 
The  only  requirement  expressed  in  this  regard  was  that 
"low  and  moderate  income  families  or  families  displaced 
by  urban  renewal  or  other  governmental  action  shall  be 
eligible  for  occupancy  in  accordance  with  such  regulations 
and  procedures  as  may  be  prescribed  by  the  (FHA)  Commissioner." 
At  the  time  the  statute  was  enacted,  however,  specific 
maximum  rentals  had  been  established  by  FHA  for  eligible 
families  under  a  similar  broad  discretion  provided  in  legis- 
lation authorizing  special  mortgage  insurance  to  assist 
families  displaced  by  urban  renewal  or  other  governmental 
action.   The  report  on  the  legislation  by  the  Senate  Com- 
mittee on  Banking  and  Currency  (Report  No.  281,  87th 
Congress,  1st  Session)  contained  this  related  legislative 
history: 

"In  all  cases  where  the  interest  rate  is  below 
the  market  or  where  the  FHA  insurance  premium  is 
waived,  occupancy  of  the  projects  would  be  limited 
to  families  and  individuals  whose  incomes  exclude 
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them  from  standard  housing  in  the  private  market. 
This  limitation  would  be  achieved  through  regulatory 
requirements  which  would  necessarily  differ  depending 
on  whether  the  borrower  is  providing  nonprofit  rental 
housing,  cooperative  housing,  or  limited  profit  rental 
housing.   However,  there  would  be  no  evictions 
required  by  Federal  law  on  the  grounds  that  a  family's 
income  had  risen  during  occupancy. " 10/ 

As  there  was  no  Federal  eviction  requirement,  the 

project  owner  could  retain  tenants  in  occupancy  after  their 

incomes  exceeded  levels  established  for  initial  occupancy, 

which  was  an  important  departure  from  the  practices  in 

the  Government's  low-rent  public  housing  program.   In 

administering  the  program,  FHA  established  income  limits 

for  initial  occupancy  at  roughly  the  median  incomes  limit 

-for  a  given  size  family. 
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RENT  SUPPLEMENTS 
President  Johnson  delivered  to  the  Congress  on 
March  2,  1965,  a  message  "Relative  to  the  Problems  and 
Future  of  the  Central  City  and  Its  Suburbs"  (House  Docu- 
ment No.  99,  89th  Congress,  1st  Session).   In  it  he  pro- 
posed an  array  of  major  enactments  to  deal  with  those 
problems.   He  said: 

"The  most  crucial  new  instrument  in  our 
effort  to  improve  the  American  city  is  the 
rent  supplement."  (Page  7) 

The  reference  was  to  the  President's  proposed  addi- 
tional program  to  further  assist  private  housing  for 
moderate  income  families  by  making  Federal  annual  payments, 
on  behalf  of  each  such  family,  to  the  owner  of  rental 
housing  to  be  built  under  a  prescribed  mortgage  insurance 
program.   The  tenant  family  would  pay  20  percent  of  its 
income  toward  the  economic  rent  of  the  dwelling,  and  the 
Federal  government  would  pay  the  difference,  but  not  more 
than  a  prescribed  amount.   The  insured  mortgage  would  have 
the  market  interest  rate  in  order  to  encourage  private 
funding,  in  contrast  to  the  government  funding  under  the 
below-market  interest  rate  program. 
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Relation  of  Proposed  Rent  Supplements  to  Central  Cities 
and  Blighted  Areas. 

Although  the  rent  supplement  program  was  made  part 

of  a  package  of  proposed  aid  to  cities ,  it  was  also  set 

in  the  context  of  a  general  effort  to  direct  housing 

assistance  to  suburbs  and  other  areas  in  addition  to  those 

having  blight  or  deterioration.   It  thus  reflected  some 

shift  of  emphasis  which  had  developed  as  to  the  groups 

of  moderate  income  families  which  the  Executive  Branch 

intended  to  be  benefited  and  the  effects  sought  to  be 

achieved  by  such  aids.   In  view  of  the  volume  of  families 

being  displaced  at  that  time  as  a  result  of  urban  renewal 

and  other  government  actions ,  including  the  removal  of 
over-income  tenants  from  public  housing,  there  was  in- 
creasing interest  in  providing  housing  for  them  through- 
out the  environs  of  the  city.   It  was  estimated  that  there 

would  be  300,000  such  families  during  the  following  four 

11/ 
years.      The  only  significant  statement  in  the  legisla- 
tive history  with  respect  to  the  relationship  of  the  rent 
supplement  proposal  in  eliminating  blight  and  decay  was 
the  following  in  the  President's  Message: 

"We  hope  to  achieve  a  large  increase  of 
homes  for  low-and  moderate-income  families — 
those  in  greatest  need  of  assistance--through 
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an  array  of  old  and  now  instruments  designed 
to  work  together  toward  a  single  goal-- 

"To  insist  on  stricter  enforcement  of 
housing  codes  by  communities  receiving 
Federal  aid,  thus  mounting  an  intensified 
attack  on  slums. 

"But  such  insistence  is  not  realistic, 
and  often  not  desirable,  unless  we  can 
provide  realistic  alternatives  to  slum 
housing.   We  will  do  this  by — 

"providing  rent  supplements  for 
families  across  a  wide  range  of  lower 
and  moderate  income  brackets  so  they 
can  afford  decent  housing. 

"providing  rent  supplement 
assistance  to  those  forced  out  of 
their  homes  by  code  enforcement  and 
all  forms  of  federally  assisted  govern- 
ment action,  from  highways  to  urban 
renewal. 

"using  both  urban  renewal  funds 
and  public  housing  funds  to  rehabilitate 
existing  housing  and  make  it  available 
to  low-  and  moderate-income  families. 
There  is  no  reason  to  tear  down  and  re- 
build if  existing  housing  can  be  improved 
and  made  desirable. 

"emphasizing  residential  construc- 
tion and  rehabilitation  on  a  neighborhood- 
wide  scale  in  the  urban  renewal  program. 

"These  instruments,  combined  with  existing 
public  housing  and  direct  loan  programs,  will 
greatly  strengthen  our  existing  effort.   They 
should  offer  direct  assistance  to  the  housing 
of  1  million  families  over  the  next  4  years. 
Moreover  they  will  immensely  add  to  our  flexi- 
bility in  the  process  of  building  neighbor- 
hoods."  (Page  7) 
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It  is  also  significant  that  in  the  Administration's  pro- 
posal the  "workable  program"  requirement  (relating  to 
central  city  blight  as  explained  above)  was  made  inappli- 
cable to  the  rent  supplement  program  except  in  cases 
where  it  had  been  required  previously  for  the  city  in 
connection  with  some  other  Federal  program. 

As  in  the  case  of  the  be low-market  interest  rate 
program,  the  principal  objective  of  rent  supplements  was 
to  benefit  the  housing  consumer  and  to  incidentally  help 
the  physical  development  of  blighted  or  deteriorating 
areas  of  cities.   Similarly,  the  principal  purpose  was 
not  to  bolster  activity  in  the  housing  industry  as  such. 
As  under  the  original  authorization  for  the  below-market 
interest  rate  program,  sponsors  or  "housing  owners"  were 
restricted  to  limited  dividend,  cooperative,  or  nonprofit 
corporations  or  entities. 

Why  Administration  Proposed  the  Rent  Supplement  Program 

The  Executive  Branch  sought  a  new  program  of  housing 
aid  to  families  of  moderate  income  primarily  because  of 
problems  which  had  developed  under  the  below-market  in- 
terest rate  program.   The  earlier  subsidy  was  both 
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workable  and  successful,  but  increasing  budget  impact  be- 
came a  major  concern  of  the  Executive  Branch,  especially 
the  Bureau  of  the  Budget.   As  mortgages  under  that  program 
were  necessarily  held  by  FNMA  because  of  their  low  interest 
rate,  the  Federal  budget  was  increased  by  the  entire  amount 
of  FNMA's  mortgage  purchases.   As  the  program  did  not 
generate  offsetting  mortgage  sales,  and  no  account  was 
taken  of  future  receipts  to  be  generated  by  the  FNMA 
portfolio,  the  budget  impact  was  substantial. 

Another  problem  had  developed  under  the  below-market 
interest  rate  program  because  of  steadily  rising  treasury- 
borrowing  rates,  to  which  interest  rates  under  the  pro- 
gram were  tied  (until  the  1965  Act) .   As  those  mortgage 
interest  rates  rose,  there  was  a  corresponding  increase 
in  rentals.   Accordingly,  the  Government  was  obtaining 
diminishing  benefits  to  tenants  with  the  funds  it  invested 
in  the  program.   By  1965  the  program  could  be  relied  upon 
to  provide  relief  only  to  the  upper  band  of  the  middle 
income  group  intended  to  be  served. 

To  achieve  lower  rent  levels  under  that  program,  it 
would  have  been  necessary  to  deepen  the  subsidy  by  re- 
ducing the  interest  rate.   That,  of  course,  would  have 
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resulted  in  substantially  expanding  the  program  and  therefore 
further  increasing  its  demand  on  the  budget.   Also,  a 
fixed  lower  rate  would  have  departed  from  an  important 
principle  of  the  earlier  subsidy  program.   As  long  as  the 
program  rate  was  tied  to  the  rate  on  Federal  borrowing, 
it  was  more  analogous  to  the  regular ,  accepted  operations 
under  the  Government's  special  assistance  functions.   At 
the  same  time  it  could  be  argued  that  the  Government's 
total  loss  was,  under  those  circumstances,  only  the  amount 
which  would  otherwise  be  charged  as  a  premium  for  the  in- 
surance.  However,  a  fixed  lower  rate  would  have  clearly 
constituted  an  overt  subsidy. 

In  view  of  that  background,  the  rent  supplement 
proposal  put  much  emphasis  on  its  "private  enterprise" 
feature.   That  feature  consisted  primarily  in  the  oppor- 
tunity it  gave  for  private  mortgage  investment  as  dis- 
tinguished from  long-time  mortgage  holdings  by  FNMA.   The 
proposal  did  include  authorization  for  the  FNMA.  to  pur- 
chase insured  mortgages  thereunder  whenever  necessary. 

Although  the  budget  impact  of  the  below-market  interest 
rate  program  was  the  major  reason  for  development  of  the 
rent  supplement  proposal,  that  reason  was  played  down  in 
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its  presentation  to  the  Congress.   The  President's  Message 

went  only  so  far  as  to  say  that: 

"...our  rent  supplement  program  should  finance 
more  than  500,000  homes  over  the  next  4  years, 
while  improving  our  ability  to  make  these  homes 
serve  the  social  needs  of  those  who  live  in  them. 
If  it  works  as  well  as  we  expect,  it  should  be 
possible  to  phase  out  most  of  our  existing  pro- 
grams of  low-interest  loans."   (Page  8) 

At  the  same  time  the  President  also  said: 

"I  ask  the  continuation,  at  the  rate  of 
40,000  additional  units  for  fiscal  1966,  of 
the  program  of  below-market  interest  rate 
mortgage  purchases  for  housing  for  moderate 
income  families.   At  the  same  time  we  must 
recognize  that  the  benefits  of  this  program 
are  decreasing  as  the  rising  costs  of  Federal 
borrowing  narrows  the  difference  between  the 
interest  we  ask  and  that  demanded  in  the  pri- 
vate market."*   (Page  9) 

Having  less  concern  for  budget  concepts ,  the  Congress  had 

little  difficulty  with  the  interest  rate  problem  under 

the   existing  subsidy  proqram.   It  simply  fixed  the 

mortgage  interest  rate  of  221(d) (3)BMIR  at  3  percent  in  the 

same  1965  Act  that  authorized  the  rent  supplement  program. 


*This  paragraph  of  the  message  actually  states  the  problem 
incorrectly.   It  was  not  a  narrowing  gap  between  Govern- 
ment and  private  borrowing  rates  which  was  cutting  into 
the  benefit  provided  by  the  program,  but  rather  the 
steadily  increasing  rent  levels  required  as  the  program 
interest  rate  rose  pursuant  to  the  statutory  formula 
linking  it  to  the  rate  on  certain  Government  obligations. 


The  Income  Group  To  Be  Served 

Even  before  the  beginning  of  the  Government's  lovz 
rent  public  housing  program  in  1937  and  many  times  in 
later  years,  there  had  been  proposals  for  "rent  certificate" 
programs  under  which  the  Government  would  pay  the  owner 
of  private  housing  a  portion  of  each  tenant's  monthly 
rent  based  upon  the  tenant's  need  as  measured  by  his  in- 
come.  Generally  those  proposals  had  been  advocated  by 
opponents  of  the  public  housing  program  as  preferable 
substitutes  for  it.   In  the  same  1965  Act  that  authorized 
the  rent  supplement  program  there  was  also  provision  for 
a  new  public  housing  operation,  utilizing  existing  privately 
owned  dwellings,  which  the  original  sponsor  of  the  pro- 
vision and  many  others  referred  to  as  the  "rent  certificate" 
program  (added  to  the  United  States  Housing  Act  of  1937 
as  Section  23) .   Thus  the  proposed  rent  supplement  opera- 
tion was  not  a  novel  mechanism.   The  mechanics  of  the 
proposal  simply  fitted  the  needs  and  objectives  of  the 
Government  at  that  time. 

There  was,  however,  one  great  difference  between  the 
rent  supplement  program  as  proposed  by  the  Government  and 
the  typical  "rent  certificate"  of  the  past,  and  that  dealt 
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with  the  very  heart  of  the  entire  subsidy  operation  —  the 
income  group  to  be  served.   Unlike  the  earlier  proposals, 
which  were  directed  toward  the  low  income  group  eligible 
for  public  housing,  the  rent  supplement  program  was  pro- 
posed to  benefit  middle  income  families.   For  that  pur- 
pose a  "qualified  tenant"  under  the  proposal  was  defined 
as  an  individual  or  family  determined  to  have  an  income 
that  is  both: 

1.  Below  the  amount  required  to  obtain  standard 
privately  owned  housing  in  the  area  that  is  conven- 
tionally financed  or  that  is  financed  with  a  market- 
interest  rate  mortgage  insured  by  FHA,  and 

2.  Above  the  amount  that  would  qualify  low 
income  families  generally  for  admission  to  public 
housing  dwellings  in  the  same  area  of  a  size  com- 
parable to  the  dwelling  to  be  occupied  by  the 
"qualified  tenant". 

Within  that  group  eligible  tenants  were  further  restricted 
to  four  specific  groups : 

1.  the  elderly, 

2.  the  physically  handicapped, 

3.  those  displaced  from  their  homes  by  government 
action ,  and 
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4.   those  occupying  substandard  housing. 
Requiring  tenants  to  be  in  one  of  those  four  categories 
constituted  a  more  apparent  than  real  restriction,  because 
the  fourth  category  would  include  almost  all  moderate  in- 
come families;  they  would  normally  occupy  "substandard 
housing" .   The  restriction  of  eligibles  to  those  categories 
was  proposed  primarily  to  highlight  the  special  needs  of 
the  first  three  categories  which  were  generally  recognized 
at  the  time.   Also  it  was  an  effort,  even  if  a  feeble  one, 
to  restrict  somewhat  the  large  universe  of  otherwise 
eligible  families,  only  a  very  small  part  of  which  could 
possibly  receive  the  benefits  of  this  subsidy  program. 
A  similar  inequity  in  the  public  housing  program  had  sub- 
jected it  to  criticism  through  the  years. 

The  needs  of  that  broad  range  of  middle  income  families 

constituted  the  thrust  of  the  Administration  testimony 

in  support  of  the  legislation.   The  proposal  was  said  to 

be  directed  toward  the  approximately  four  million  families 

12/ 
in  that  group. 

However,  both  the  House  and  Senate  Committees  on 

Banking  and  Currency  rejected  the  effort  to  subsidize 

middle  income  people  when,  as  the  Committees  concluded, 


the  much  greater  needs  of  lower  income  people  had  not 
been  met.   The  format  and  mechanics  of  th   proposed  pro- 
gram were  accepted,  but  with  a  radical  ch  age  in  its 
purpose.   With  little  discussion  or  comment  on  the  matter 
in  the  Committee  reports  on  the  bill,  the  Committees 
completely  substituted  a  new  beneficiary  group  for  the 
one  in  the  proposal.   The  legislation  was  made  to  apply 
to  low  income  families  instead  of  the  middle  income  group 
intended  to  be  covered  by  the  Executive  Branch.   What  had 
been  the  income  floor  for  eligible  tenants  became  their 
income  ceiling.   In  other  words,  the  legislation  was  made 
to  serve  an  income  group  similar  to  that  assisted  under 
the  low  rent  public  housing  program,  and  only  that  group. 
As  the  legislation  was  so  changed,  a  "qualified  tenant" 
was  one  who  (1)  had  an  "income  below  the  maximum  amount 
which  can  be  established  in  the  area"  pursuant  to  the 
United  States  Housing  Act  of  1937  for  occupancy  in  public 
housing  dwellings,  and  (2)  was  within  one  of  the  special 
categories  of  families  mentioned  above,  or  from  a  disaster 
area.   Also  the  legislation  was  changed  to  provide  that 
a  tenant  pay  2  5  percent  of  his  monthly  income  toward  the 

rental  instead  of  the  2  0  percent  required  in  the  Executive 

13/ 
Branch  proposal. 
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There  was  no  substantial  effort  by  the  Executive 
Branch  to  oppose  that  basic  change  in  its  proposed  legis- 
lation.  It  would  have  been  difficult  to  do  so  on  the 
ground  that  the  legislation  had  been  modified  to  make  it 
available  to  families  even  more  needy  than  those  for  whom 
the  Executive  Branch  had  designed  it.   In  effect,  the 
Administration  accepted  the  legislation  as  changed  and, 
after  it  had  been  enacted,  it  was  heralded  as  a  major 
victory  for  the  President. 

Controversy  and  Restriction 

During  the  Committee  hearings ,  the  rent  supplement 
program  had  received  general  support  from  the  witnesses 
appearing  on  the  legislation.   The  testimony  of  NAHRO 
however  opposed  the  program  in  the  form  presented,  re- 
flecting the  position  of  many  public  housing  officials, 
both  within  and  outside  the  Government,  who  feared  the 
new  program  as  a  competitor  of  the  low  rent  public  housing 
program. 

Later,  however,  bitter  and  intensive  attacks  on  the 
rent  supplement  proposal  came  from  those  professing  the 
other  side  of  economic  philosophy  in  the  housing  field  — 
the  conservatives  on  the  subject  of  Government  involvement 

87 


and  spending  who  normally  favored  private  versus  public 
housing.   The  controversy;  first  reached  prominence  in  the 
minority  report  of  the  House  Committee  on  Banking  and 
Currency  and  a  published  response  by  the  Committee  leader- 
ship which  documents  were  almost  unprecedented  in  violence 
and  vituperation.   By  the  time  of  the  hearings  of  the 
Rules  Committee  on  the  legislation,  a  degree  of  controversy 
had  developed,  continuing  through  all  further  Congressional 
action  on  the  legislation,  which  probably  exceeded  that 
on  any  housing  legislation  in  the  long  history  of  housing 
enactments . 

It  is  not  easy  to  explain  the  reason  for  the  great 
opposition  to  this  legislation  that  developed,  or  even 
the  reason  for  the  unusual  prominence  given  to  the  proposal 
in  the  Congress  as  a  whole.   By  then,  the  public  housing 
program  had  become  almost  non-controversial.   It  had 
singled  out  the  same  income  group  for  special  housing 
benefits  as  the  rent  supplement  proposal,  and  it  provided 
a  deep  subsidy  approximately  that  under  the  rent  supplement 
program.   Moreover,  public  housing  had  always  carried  the 
burden  of  opposition  from  any  private  housing  advocates 
who  abhorred  public  ownership  and  management  of  housing. 


The  rent  supplement  program  was  one  of  private  housing 
ownership  and  management  which,  unlike  public  housing, 
would  be  subject  to  local  real  estate  taxes.   Also,  unlike 
public  housing,  it  permitted  tenants  to  remain  in  occu- 
pancy at  higher  rentals  if  their  incomes  rose,  and  made 
possible  a  desirable  mix  of  income  levels.   All  of  those 
advantages  were  in  addition  to  the  budget  saving  advantages 
discusssed  above.   Yet  the  legislation  barely  survived. 

One  factor  not  generally  discussed  was  the  definitely 
overt  subsidy  involved  in  rent  supplements.   It  was  not 
hidden  in  indirect  financial  benefits  to  the  sponsor  of 
the  housing  project  through  some  secondary  market  operation 
of  FNMA,  or  even  obscured  with  respect  to  the  individual 
tenant  under  a  government  subsidy  for  an  entire  project 
such  as  occurs  under  the  public  housing  program.   Under 
rent  supplements,  each  family  was  to  receive,  by  virtue 
of  the  statute,  a  specified  amount  of  Federal  payment  com- 
puted under  a  fixed  formula.   That  made  the  program  vul- 
nerable to  the  attack  which  was  often  reflected  in  this 
type  of  question  —  "Why  should  I  as  a  taxpayer  pay  part 
of  the  rent  of  my  neighbor  especially  when  he  may  have 
less  need  for  housing  that  I?"   That  old  technique  of 
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opposing  public  housing  was  thus  revitalized  with  even 
greater  intensity. 

The  floor  action  and  Conference  Committee  Report 
did  not  materially  change  the  legislation  but  one  subse- 
quent Congressional  action  restricted  and  altered  the 
program. 

By  the  terms  of  the  original  legislation,  rent  sup- 
plement operations  could  not  begin  until  there  was  an 
approval  of  authority  to  enter  into  rent  supplement  con- 
tracts with  housing  owners  embodied  in  an  Appropriation 
Act.   That  is,  the  Appropriation  Committees,  and  the 
Congress  as  a  whole,  had  to  approve  in  that  way  the  amount 
of  rent  supplements  for  which  contracts  could  be  executed 
under  the  original  legislation.   At  the  time  of  the  con- 
sideration of  the  proposed  Appropriation  Act  which  included 
that  approval  (the  Second  Supplemental  Appropriation  Act, 
1966)  an  additional  apprehension  concerning  the  rent  sup- 
plement program  threatened  that  approval  and  therefore  the 
future  of  the  program.   That  was  a  fear  by  middle  class 
neighborhoods,  especially  in  the  suburbs,  that  projects 
assisted  by  rent  supplements  would  bring  "undesirable 
elements"  among  them.   Those  "elements"  included  matters 
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of  race,  income  level,  or  cultural  background.   It  was 
felt  that  private  builders  with  the,  stimulus  of  rent 
supplements  for  tenants,  could  move  to  buy  land  where 
most  advantageous  to  them,  which  could  be  suburban  areas. 
They  could  thus  bring  rent  supplement  housing  into  an  area 
without  any  special  governmental  approval  such  as  required 
in  the  case  of  a  public  housing  project. 

That  concern  was  undoubtedly  an  underlying  considera- 
tion, in  unknown  dimension,  during  consideration  of  the 
original  legislation  but  did  not  surface  until  considera- 
tion of  the  Appropriation  Act,  and  even  then  there  was 
little  on  the  record  or  in  debate  specifically  on  the  matter. 
As  a  means  of  getting  House  approval  of  the  measure,  the 
House  Appropriations  Committee  reduced  the  requested  amount 
of  contract  authority  and  inserted  language  effectively 
restricting  rent  supplement  projects  to  those  which  were 
"part  of"  a  local  workable  program,  or  which  were  under- 
taken pursuant  to  "local  official  approval"  of  participa- 
tion in  the  rent  supplement  program.   That  language,  al- 
though awkward,  was  the  safeguard  provided  to  assure  mem- 
bers of  the  Congress  and  their  constituents  that  some 
special  action  by  the  local  governing  body  would  be  a 
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prerequisite  to  the  location  of  a  rent  supplement  project 
In  any  neighborhood  of  the  locality.   Even  with  that 
restriction  the  necessary  approval  of  contract  authority 
was  almost  defeated.   After  the  Senate  Appropriations 
Committee  had  stricken  it  from  the  legislation,  on  the 
ground  that  it  should  be  postponed  for  consideration  in 
another  appropriation  bill,  it  was  restored  on  the  Senate 
floor  by  a  one  vote  margin. 
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NEW  MORTGAGE  INSURANCE  PROGRAMS  IN  19  6  8  FOR 
LOW  AND  MODERATE  INCOME  FAMILIES 

New  housing  programs  of  mortgage  insurance  and  Federal 
subsidy  were  authorized  as  part  of  the  Housing  and  Urban 
Development  Act  of  196  8,  which  was  based  largely  on 
recommendations  of  the  Executive  Branch  and  was  one  of 
the  most  comprehensive  measures  ever  enacted  with  respect 
to  housing  and  urban  development. 

As  a  general  conclusion,  those  new  programs  did  not 
differ  in  principal  objective  from  the  earlier  subsidized 
housing  programs.   The  primary  purpose  (perhaps  even  more 
exclusively  than  under  earlier  programs)  was  to  help  meet 
the  housing  problems  of  families  unable  to  obtain  accommo- 
dations built  without  Federal  subsidy  (although  the 
terminology  had  now  shifted  from  "moderate"  to  "low  or 
moderate"  or  "lower"  income  families) .   The  indirect 
assistance  of  the  new  programs  to  the  physical  development 
of  cities  was  sometimes  refererred  to  in  the  legislative 
history,  but  by  the  time  of  this  legislation  reliance  was 
being  placed  primarily  on  model  cities,  urban  renewal, 
and  related  programs  for  Federal  aid  to  cities. 

The  over-all  thrust  of  the  Executive  Branch  with 
respect  to  the  legislation  and  the  intended  relationship 
(or  relative  independence)  of  the  new  housing  programs  to 
the  central  city  problems  of  blight  or  decay  was  reflected 
in  the  President's  State  of  the  Union  Message  on 
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January  17,  1968,  (Rouse  Document  No.  211,  90th  Congress, 

2nd  Session)  where  he  gave  this  summary  of  his  housing 

and  urban  development  recommendations : 

"Another  essential  is  to  rebuild  our  cities. 

"Last  year  the  Congress  authorized  $662  million 
for  the  Model  Cities  program.   I  requested  the  full 
amount  of  that  authorization  to  help  meet  the  crisis — 
the  crisis  in  the  cities  of  America.   But  the  Congress 
appropriated  only  $312  million — less  than  half. 

"This  year  I  urged  the  Congress  to  honor  my 
request  for  Model  Cities'  funds  to  rebuild  the 
centers  of  American  cities  by  granting  us  the  full 
amount  that  you  in  the  Congress  authorized — $1 
billion. 

"The  next  essential  is  more  housing — and  more 
housing  now. 

"Surely  a  nation  that  can  go  to  the  moon  can 
place  a  decent  home  within  the  reach  of  its  families. 

"Therefore  we  must  call  together  the  resources 
of  industry  and  labor,  to  start  building  300,000 
housing  units  for  low  and  middle-income  families 
next  year--that  is  three  times  more  than  last 
year.   We  must  make  it  possible  for  thousands 
of  families  to  become  homeowners  and  not  rent- 
payers. 

"I  propose,  for  the  consideration  of  this 
Congress,  a  ten-year  campaign  to  build  six 
million  new  housing  units  for  low  and  middle- 
income  families.   Six  million  units  the  next  ten 
years.   We  built  $530,000  the  last  ten  years." 
CPage  5) 

The  intended  purpose  of  the  new  mortgage  insurance 

programs  with  respect  to  the  housing  industry  differed 
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somewhat  from  earlier  subsidy  programs.   The  purpose  was 
primarily  to  assist  needy  families  and  thereby  indirectly 
assist  the  housing  industry.   It  must  be  recognized, 
however,  that  an  essential  feature  of  the  Act  was  the 
reaffirmation  of  the  national  housing  objective  of  the 
Housing  Act  of  1949  and  the  establishment  for  the  first 
time  of  quantified  production  goals.   They  called  for  the 
production  of  26  million  units  over  a  ten-year  period, 
of  which  6  million  were  to  be  subsidized  units  for  low 
and  moderate  income  families  and  individuals  (Title  XVI 
of  Act) .   These  goals  had  to  be  met  primarily  by  private 
enterprise,  together  with  any  mortgage  insurance  and 
subsidy  assistance  available  from  the  Federal  government. 
The  Administration  intended  the  new  1968  housing  programs 
to  help  furnish  that  assistance. 

Program  of  Interest  Rate  Subsidies  for  Homeownership 
(Section  235) 

As  already  seen,  the  Executive  Branch  proposals  for 

housing  subsidies  applied,  for  the  first  time,  to  assisting 

homeownership  and  that  was  treated  as  the  most  important 

proposal  in  the  entire  legislative  package  with  its  numerous 

housing  and  urban  development  measures. 
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The  new  program  (Section  235  of  the  National  Housing 
Act)  provided  for  home  ownership  by  lower  income  families 
to  be  achieved  throngh  a  Federal  subsidy  covering  the 
difference  between  what  20  percent  of  an  eligible  family's 
income  would  cover  of  the  necessary  monthly  payments  on 
a  modest  home,  and  the  full  payments  required  to  carry  the 
purchase.   The  proposal  included  a  built-in  limit  that 
the  family's  payment  at  20  percent  of  income  must  be  at 
least  sufficient  to  carry  the  cost  if  the  mortgage  were 
written  at  a  1  percent  interest  rate.   That  is,  the  Federal 
subsidy  could  not  exceed  the  total  cost  of  the  amount  of 
interest  above  1  percent.   The  subsidy  would  be  furnished 
in  connection  with  a  new  FHA  mortgage  insurance  program 
that  had  the  usual  liberal  features  appropriate  to  home- 
ownership,  including  a  very  low  downpayment,  but  with 
dollar  ceilings  considered  appropriate  for  very  modest 
housing  in  the  particular  locality.   It  applied  to  new 
or  existing  housing,  and  builders  of  the  housing  could 
be  either  profit  or  nonprofit  entities. 

Although  proposed  by  the  Executive  Branch,  the  pro- 
posal's  essential  features  had  been  developed  earlier 
in  the  Congress. 
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Previously,  there  had  been  a  limited,  experimental 
program  of  subsidy  for  low  income  homeowners hip  (Section 
221(h)  of  the  National  Housing  Act  enacted  in  1966)  known 
as  the  Leonor  Sullivan  Amendment,  named  after  its  sponsor, 
a  majority  member  of  the  House  Committee  on  Banking  and 
Currency.   It  had  provided  that,  with  respect  to  certain 
rehabilitated  property  being  sold  to  a  home  purchasor, 
the  interest  rate  cost  in  the  transaction  would  be  borne 
by  the  Federal  Government,  following  the  technique  of 
the  below-market  interest  rate  program  for  rental  housing. 

However,  the  initiation  of  action  that  resulted  in 
the  Section  235  program  started  with  a  bill  introduced 
in  1967  by  a  minority  Senator,  Mr.  Percy  of  Illinois,  which 
would  have  provided,  in  a  quite  different  form,  for  assisting 
low  income  families  in  achieving  homeownership.   All  36 
Republican  Senators  registered  themselves  as  co-sponsors 
of  the  bill  and  several  majority  members  (including  Senators 
Clark,  Mondale  and  Ribicoff)  introduced  related  bills. 
Senator  Percy  undertook  a  vigorous  effort  on  behalf  of 
his  bill  and  obtained  hearings  specifically  on  the  subject 
by  the  Housing  Subcommittee  of  the  Senate  Committee  on 
Banking  and  Currency.   There  were  some  very  serious  technical 
and  administrative  problems  with  the  proposal  of  Senator 
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Percy-,  and  Secretary  Weaver  opposed  it  on  behalf  of  the 
Administration. 

The  central  points  made  by  Secretary  Weaver  were  that 
the  special,  quasi-governmental  nonprofit  foundation  which 
was  to  administer  the  program  was  an  awkward  and  ill-defined 
institution;  that  the  subsidy  plan  itself  was  unduly  com- 
plex and  cumbersome;  and  that  the  scheme  involved  tax 
provisions  which  were  highly  technical  and  difficult  to 
assess  in  terms  of  their  ultimate  effects.   In  addition, 
the  Secretary  sounded  a  warning  which  foreshadowed  future 
events:   that  many  low  income  families  lack  the  experience 
and  background  necessary  for  successful  homeownership , 
and  that  the  provisions  of  the  bill  did  not  provide 
adequately  for  helping  them  make  the  transition  from 
transient  renters  or  roomers  to  property  owners  and  taxpayers. 

The  Secretary's  criticisms  were  sufficient  to  assure 
that  Senator  Percy's  bill,  with  all  its  support,  could  not 
pass  in  its  original  form.   Yet  there  was  enough  support 
for  the  underlying  idea  that  the  staff  of  the  Senate  Com- 
mittee on  Banking  and  Currency  was  directed  to  work  with 
Department  staff  in  an  effort  to  develop  a  proposal  which 
would  embody  the  basic  objectives,  and  overcome  some  of 
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the  weaknesses  in  the  original  plan.   The  result  was  a 
bill  accepted  and  reported  by  the  full  Committee,  v/hich 
utilized  FHA  mortgage  insurance  and  an  interest  rate  sub- 
sidy,  however,  by  this  time  it  was  too  late  in  the  session 
for  such  a  major  new  departure,  and  the  Senate  leadership 
persuaded  the  sponsors  of  the  bill  to  let  the  matter  go 
over  until  the  next  session  of  Congress. 

The  Executive  Branch's  proposal  in  1968  for  the 
Section  235  homeownershp  program  closely  resembled  that 
reported  by  the  Senate  Committee  in  1967.   The  Committees 
of  the  Congress  considering  the  legislation  concentrated 
intensively  on  the  formula  of  the  proposal  for  establishing 
the  subsidy  amount  to  be  received  by  each  purchaser  and 
the  income  group  which  would  be  served. 

The  income  group  to  be  served  was  the  item  of  major 
concern  in  floor  debate  and  in  the  Conference  Committee. 
There  was  a  general  fear  by  many  that  the  subsidy  would 
not  be  sufficiently  restricted  to  low  income  people. 
The  Conference  Committee  reported  a  substitute  bill  which 
because  of  that  concern  superimposed  a  complicated  re- 
striction, the  effect  of  which  was  not  fully  understood 
at  the  time  by  either  the  conferees  or  the  Executive  Branch. 
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It  was  explained  in  the  Conference  Report  this  way: 

"The  conference  substitute  provides  the 
following  income  limits:   For  80  percent  of  the 
funds  authorized  the  income  limit  is  135  percent 
of  the  public  housing  level,  in  the  area  for 
initial  occupancy,  plus  $300  per  minor  child. 
For  the  remaining  2  0  percent  of  the  funds  autho- 
rized the  income  limit  is  90  percent  of  the 
maximum  level  established  under  the  below-market 
interest  rate  program  in  the  area,  plus  $300  per 
minor  child."  14/ 


Within  the  brief  time  for  study  permitted  by  the  Conference 
Committee,  the  Administration  agreed  to  those  limitations 
as  they  were  judged  to  be  roughly  near  the  group  that 
would  otherwise  be  covered  as  a  result  of  the  subsidy 
formula. 

One  provision  of  the  bill  relating  to  program  opera- 
tions (Section  235(g))  received  little  attention  in  the 
Congress  and  much  less  attention  than  it  should  have  by 
HUD.   It  read: 

"The  Secretary  shall  prescribe  such  regulations 
as  he  deems  necessary  to  assure  that  the  sales  price 
of,  or  other  consideration  paid  in  connection  with, 
the  purchase  by  a  homeowner  of  the  property  with 
respect  to  which  assistance  payments  are  to  be  made 
is  not  increased  above  the  appraised  value  on  which 
the  maximum  mortgage  which  the  Secretary  will  insure 
is  computed. " 

In  commenting  on  that  provision,  the  House  Committee  said 
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in  its  report  on  the  bill: 

"The  Secretary  would  be  required  to 
prescribe  regulations  to  assure  that  the 
consideration  paid  for  homes  under  this 
program  is  not  increased  above  the  homes' 
appraised  value.   This  would  prevent  the 
price  of  that  unit  from  being  increased 
because  of  the  availability  of  the  subsidy- 
assistance.  "   15/ 

That  statement  was  made  in  recognition  of  the  ease  with 
which  an  excessive  sales  price  could  be  obtained  for  a 
home  with  an  accompanying  subsidized  mortgage  (a  trans- 
action in  which  the  seller  in  effect  sells  the  government 
subsidy  as  well  as  the  house)  unless  unusually  rigid 
supervision  is  maintained  over  the  appraisal  of  the 
-property  which  controls  the  sales  price.   That  legislative 
history  at  least  flagged  the  pitfall  into  which  the  Section 
235  program  plunged  a  few  years  later. 

Program  of  Interest  Rate  Subsidies  for  Rental  Housing, 
(Section  236) . 

Unlike  the  1967  interest  rate  subsidy  proposals 

developed  in  the  Congress  for  low  and  moderate  income 

families,  the  proposals  of  the  Executive  Branch  in  1968 

included  one  designed  for  rental  housing  as  well  as  the 

one  for  homeownership.   However,  the  provisions  of  the 

proposed  rental  program  (Section  236)  followed  the 
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pattern  of  the  Section  235  homeownership  program  to  the 
extent  and  in  the  manner  considered  by  the  Administration 
to  be  feasible  for  rental  operations. 

In  addition  to  furthering  the  general  objectives  of 
the  1968  programs  for  low  and  moderate  income  families 
mentioned  previously,  the  motives  of  the  Administration 
in  proposing  the  particular  provisions  of  Section  236  were 
somewhat  mixed. 

First,  in  testifying  in  support  of  the  proposal, 
Secretary  Weaver  said  it  would  be  a  natural  complement 
to  the  homeownership  program,  providing  rental  housing 
for  those  families  not  desiring  or  prepared  for  homeowner- 
ship. — '      That  statement  was  in  line  with  the  Secretary's 
testimony  in  connection  with  the  1967  legislation  where 
he  expressed  concern  over  a  subsidy  proposal  solely  for 
homeownership  assistance  on  the  ground  that  many  low 
income  families  lacked  the  experience  and  background 
necessary  for  successful  homeownership.   The  Sections 
235  and  236  programs  constituted  a  more  balanced  effort 
on  behalf  of  families  with  differing  needs  and  desires. 

Second,  the  Secretary's  testimony  placed  the  most 
emphasis  on  the  new  rental  proposal  as  a  substitute  for 
the  Section  221(d) (3)  below-market  interest  rate  program 
and  the  Section  202  direct  loan  program  for  the  elderly 
and  handicapped,  saying: 
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"One  other  new  element  of  the  5-year  program 
[toward  meeting  the  housing  goal]  is,  in  effect, 
derived  from  our  experience  with  the  221(d)  (3) 
below-market  interest  rate  program,  authorized  in 
1961.   The  221(d) (3)  program  was  designed  to  provide 
rental  and  cooperative  housing  for  families  whose 
incomes  were  too  high  for  public  housing  but  too 
low  for  standard  housing  available  on  the  market. 

"The  221(d) (3)  program  has  been  successful  in 
providing  much  needed  rental  and  cooperative  housing 
for  these  families.   However,  it  has  been  limited 
by  its  dependence  on  the  availability  of  Federal 
funds  to  finance  the  mortgages,  which,  at  3  percent, 
no  private  lender  could  be  expected  to  hold. 

"We  believe  it  should  now  be  converted  into  a 
program  which  can  tap  the  broader-based  private 
mortgage  market  for  capital  funds.   Section  201  of 
the  bill,  therefore,  would  provide  a  new  section  236 
of  the  National  Housing  Act  to  permit  FHA  mortgage 
insurance  of  market  rate  mortgages  given  by  non- 
profit, cooperative,  or  limited  dividend  mortgagors..., 

"Because  of  the  lower  rents  attainable  under 
this  new  section  236,  after  it  is  adequately  funded, 
it  will  replace  the  221(d) (3)  below-market  interest 
rate  program,  as  well  as  the  202  direct  loan  program 
for  the  elderly  and  handicapped.   The  new  section 
will  permit  inclusion  in  the  project  of  all  the 
special  facilities  for  the  elderly  and  the  handicapped 
now  permitted  under  the  2  02  program.   Uncompleted 
projects  under  both  of  these  programs  could  be 
transferred  to  the  new  program."  17/ 

Thus,  the  Secretary  was  quite  explicit  in  indicating  that 

the  new  rental  program  would  be  expected  to  replace  the 

Section  221(d) (3)  program,  rather  than  simply  supplement 

it  as  the  Executive  Branch  had  indicated  with  respect  to 

the  Rent  Supplement  proposal  in  1965.   In  supporting  the 

substitution  of  the  new  program  for  Section  221(d) (3),  the 

Secretary  understandably  stressed  the  advantage  of  private 

funding  over  the  vagaries  of  the  Federal  budget.   The 
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Committees  reporting  favorably  on  the  proposal  cited 
instead  the  lower  rentals  that  could  be  obtained  by  the 
new  deeper  subsidy  which  could  cover  interest  costs 

above  1  percent,  rather  than  above  3  percent  as  under  the 

18/ 
Section  221(d)  (3)  program.  — ' 

Third,  in  view  of  the  new  technique  employed  in 
Section  235  for  subsidizing  interest  rates,  it  was 
considered  important  from  the  standpoint  of  both  equity 
and  administrative  operations  to  use  a  similar  technique 
in  providing  a  subsidy  for  rental  housing.   That  would 
assure  subsidies  in  similar  form  and  in  the  same  degree 
of  depth. 

Accordingly,  as  in  the  case  of  Section  235,  the  amount 
of  the  ultimate  Federal  subsidy  to  the  lower  income  family 
under  the  Section  236  rental  program  would  be  the  difference 
between  a  fixed  percentage  of  the  eligible  family's 
income  and  the  monthly  payment  it  would  otherwise  be  required 
to  make  toward  the  housing,  subject  to  a  prescribed 
limitation  on  the  amount  of  the  subsidy.   Thus,  the 
Federal  subsidy  was  to  be  paid  to  the  mortgagor  (the 
builder-borrower)  in  an  amount  equal  to  the  difference 
between  the  economic  rent  attributable  to  the  tenant's 
unit  in  the  project  and  the  actual  rental  amount  received 
from  the  tenant  paying  25  percent  of  the  family  income  for 
that  purpose.   Similar  to  the  limitation  under  Section  235, 
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the  subsidy  for  the  tenant  would  be  limited  by  a  requirement 

that  his  payment  must  be  enough  to  meet  the  economic  rent 

for  the  unit  computed  on  the  basis  of  a  project  mortgage 

with  a  1  percent  interest  rate.   The  tenant  payment  of 

25  percent  of  income  was  required  instead  of  the  20  percent 

used  with  respect  to  the  purchaser's  payment  under 

Section  235,  because  of  the  higher  amount  of  other  payments 

a  homeowner  must  normally  make. 

As  the  government  was  actually  paying  the  subsidy 
to  the  mortgage  lender  rather  than  to  the  tenant  or 
owner,  a  further  complication  was  involved  in  order  to 
adjust  the  amount  of  the  subsidy  to  the  actual  incomes  of 
the  tenants.   For  each  unit  in  a  project,  the  owner  was 
required  to  establish  two  rentals:   a  "basic  rental  charge," 
representing  the  rent  required  to  operate  the  project  if 
it  were  financed  by  a  mortgage  bearing  a  1  percent  interest 
rate,  and  a  "fair  market  rental  charge,"  representing  the 
rent  required  at  the  actual  interest  rate  to  be  paid  on  the 
mortgage.   Periodically,  the  Government  was  to  pay  to  the 
mortgage  lender,  on  behalf  of  the  owner,  an  amount  equal  to 
the  difference  between  these  two  rent  rolls.   The  rent  paid 
by  each  tenant  was  to  be  25  percent  of  family  income,  which 
had  to  be  at  least  equal  to  the  basic  rental  charge. 
Hence  in  practice  the  great  majority  of  tenants  would  be 
paying  a  rental  amount  falling  somewhere  between  the  "basic" 
rent  and  the  fair  market  rent.   To  avoid  subsidies  above 
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the  authorized  amounts,  the  owner  would  have  to  set  aside 

and  rebate  to  the  Secretary  all  rentals  collected  in 

excess  of  the  basic  rents.   These  amounts  the  Secretary 

was  authorized  to  deposit  into  a  revolving  fund  which 

would  be  available  for  future  payments. 

Upper  and  lower  income  limits  for  rental  housing 

assistance  would  not  be  specifically  established  by  the 

legislation.   The  Secretary  described  the  proposal  as 

aimed  at  "families  of  low  and  moderate  income"  and 

said: 

"The  Secretary  would  establish  maximum  family 
income  limits  for  eligibility  for  admission  to  this 
new  housing,  just  as  he  does  now  for  the  221(d) (3) 
and  202  [elderly  housing]  programs.   These  limits, 
dependent  on  family  size,  would  be  determined  on 
the  general  basis  of  the  cost,  in  the  area,  of 
providing  standard  rental  or  cooperative  housing 
of  modest  but  adequate  construction."  19/ 

However,  income  limits  would  be  provided  directly  by  the 

subsidy  formula  itself.   The  upper  limit  would  be  established 

by  the  fact  that  a  family  with  a  high  enough  income  that 

25  percent  would  cover  the  fair  market  rental  charge  could 

receive  no  subsidy.   Correspondingly,  as  a  lower  limit,  a 

family  would  not  be  eligible  for  admission  unless  25  percent 

of  its  income  were  at  least  equal  to  the  "basic"  rental 

charge. 

The  subsidies  under  the  Section  236  proposal  would  be 

furnished  in  connection  with  FHA  mortgage  insurance  having 

the  usual  liberal  features  appropriate  for  rental  housing. 
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For  that  purpose,  existing  provisions  applicable  to  the 
Section  221(d) (3)  program  would  be  used,  but  only  those 
applicable  to  market  interest  rate  mortgages. 

The  income  group  to  be  served  under  the  program 
was  the  item  of  major  concern  in  floor  debate  and  in  the 
Conference  Committee,  as  described  previously  in  connection 
with  the  Section  235  program.   In  the  end,  the  same  compli- 
cated and  confusing  limitations  (relating  to  income  ceilings 
under  other  housing  programs  and  quoted  above)  that  were 
superimposed  on  the  Section  235  subsidy  formula  were  super- 
imposed on  the  Section  236  formula.   Otherwise  the  legis- 
lation was  enacted  substantially  as  proposed  by  the 
Executive  Branch. 

In  recognition  of  added  mortgage  insurance  risk  under 
both  the  Section  23  5  and  Section  236  programs,  mortgage 
insurance  under  them  was  made  the  obligation  of  a  new 
Special  Risk  Insurance  Fund  which  is  discussed  under  the 
following  heading. 
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LEGISLATION  PERMITTING  GREATER  FHA  RISK 
TO  ASSIST  LOWER  INCOME  FAMILIES 

Because  of  efforts  by  HUD  to  provide  mortgage  insurance 

in  the  Watts  area  of  Los  Angeles  and  other  blighted  areas 

of  cities  where  riots  had  recently  occurred  or  were 

threatened,  the  following  provision  (Section  203(1)  of  the 

National  Housing  Act)  was  inserted  in  the  Conference 

Report  on  the  Demonstration  Cities  and  Metropolitan 

Development  Act  of  1966  without  any  significant  comment: 

" (1)   The  Secretary  is  authorized  to  insure 
under  this  section  any  mortgage  meeting  the 
requirements  of  this  section,  other  than  the  require- 
ment in  subsection  (c)  relating  to  economic  soundness, 
if  he  determines  that  (1)  the  dwelling  covered  by 
the  mortgage  is  situated  in  an  area  in  which  rioting 
or  other  civil  disorders  have  occurred  or  are 
threatened,  (2)  as  a  result  of  such  actual  or 
threatened  rioting  or  other  disorders  the  property 
with  respect  to  which  the  mortgage  is  executed 
cannot  meet  the  normal  requirements  with  respect 
to  economic  soundness,  and  (3)  such  property  is  an 
acceptable  risk  giving  due  consideration  to  the 
need  for  providing  adequate  housing  for  families  of 
low  and  moderate  income  in  such  area." 

That  provision  constituted  authority  to  waive  "economic 
soundness"  under  the  regular  sales  housing  mortgage 
insurance  program  of  FHA  (Section  203)  for  areas  of  civil 
disorder  and  to  substitute  "acceptable  risk"  giving  con- 
sideration to  the  housing  needs  of  low  and  moderate 
income  families  in  the  area.   That  was  a  modest  legislative 
change  not  unlike  changes  authorizing  the  waiver  of 
"economic  soundness"  that  have  been  discussed  previously. 
It  was  unusual  only  because  it  applied  to  the  regular  FHA 
sales  housing  program  rather  than  a  special  purpose  program. 
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Two  years  later,  the  Executive  Branch  proposed  and 
the  Congress  enacted  legislation  that  included  three 
measures  directed  toward  assumption  of  a  greater  degree 
of  risk  by  FHA  where  necessary  to  make  its  mortgage 
insurance  available  for  housing  to  serve  low  or  moderate 
income  families,  especially  in  older,  declining  urban 
areas.   Those  provisions  were  in  the  Housing  and  Urban 
Development  Act  of  19  68  and,  although  they  accompanied 
the  Sections  235  and  236  authorizations  for  the  subsidized 
interest  rate  program  described  above,  they  were  not 
limited  to  those  programs.   The  three  provisions  were 
interrelated  but  different  in  scope  and  application: 

First,  one  provision  authorized  the  waiver  of  almost  all 
statutory  limitations  in  all  FHA  housing  programs  as  to  certain 
"older,  declining  urban  areas."   That  authority  (Section 
223(e)  of  the  National  Housing  Act)  was  a  substitute  for 
the  1966  authority  for  waivers  in  areas  of  civil  disorder, 
which  was  repealed.   That  new  authority  read  as  follows: 

" (e)   Notwithstanding  any  of  the  provisions 
of  this  title  except  section  212,  and  without 
regard  to  limitations  upon  eligibility  contained 
in  any  section  of  this  title,  the  Secretary  is 
authorized,  upon  application  by  the  mortgagee,  to 
insure  under  any  section  of  this  title  a  mortgage 
executed  in  connection  with  the  repair,  rehabilitation, 
construction,  or  purchase  of  property  located  in 
an  older,  declining  urban  area  in  which  the  conditions 
are  such  that  one  or  more  of  the  eligibility 
requirements  applicable  to  the  section  of  this  title 
under  which  insurance  is  sought  could  not  be  met, 
if  the  Secretary  finds  that  (1)  the  area  is  reasonably 
viable,  giving  consideration  to  the  need  for  providing 
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adequate  housing  for  families  of  low  and  moderate 
income  in  such  area,  and  (2)  the  property  is  an 
acceptable  risk  in  view  of  such  consideration. 
The  insurance  of  a  mortgage  pursuant  to  this  sub- 
section shall  be  the  obligation  of  the  Special 
Risk  Insurance  Fund." 

That  authority  was  very  much  broader  in  scope  than  the  196  6 

provision  which  the  Executive  Branch  found  to  be  much  too 

restrictive.   Instead  of  being  limited  to  the  regular  sales 

housing  program  of  FHA,  the  new  authority  applied  to  all 

FHA  programs  for  both  rental  or  sales  housing,  which  was 

particularly  important  for  blighted  or  deteriorating 

areas.   Also,  of  course,  the  new  authority  was  not  limited 

to  areas  affected  by  riots  but  applied  to  all  older,  declining 

urban  areas.   The  new  authority  was  not  limited  to  waiving 

"economic  soundness"  but  applied  to  all  limitations 

upon  eligibility  for  insurance  (except  certain  labor  standards) 

which  included  such  items  as  loan-to-value  ratio,  size  of 

dwelling  unit,  or  maximum  mortgage  amount.   The  waiver  of 

any  such  limitation  could  be  granted  only  if  the  area  was  found 

to  be  "reasonably  viable"  and  the  property  an  "acceptable 

risk"  giving  consideration  to  the  need  for  providing 

adequate  housing  for  families  of  low  and  moderate  income 

in  such  areas. 

In  the  view  of  the  Executive  Branch,  the  new  authority 

would  provide  the  flexibility  needed  to  enable  FHA  mortgage 
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insurance  to  assist  the  repair,  rehaiblitation ,  construction, 

or  purchase  of  housing  in  older,  declining  areas  of  cities. 

At  the  same  time,  it  was  recognized  by  the  Administration 

and  the  Congress  that  the  use  of  this  new  authority  would 

be  at  the  price  of  assuming  greater  Government  insurance 

risk.   The  testimony  of  Secretary  Weaver  and  the  reports  of 

the  Congressional  Committees  said: 

"Because  of  high  risks  involved  in  insuring 
mortgages  in  such  areas,  mortgages  insured  pursuant 
to  this  new  authority  would  be  the  obligation  of  the 
Special  Risk  Insurance  Fund."  (discussed  below)  20/ 

Second,  another  provision  in  the  1968  package 
(Section  237  of  the  National  Housing  Act)  constituted, 
in  effect,  authority  to  make  certain  relaxations  of  credit 
standards  for  low  or  moderate  income  families  buying 
single  family  homes  under  any  FHA  mortgage  insurance 
program.   It  applied  to  those  families  of  low  or  moderate 
income  who,  for  reasons  of  credit  history,  debt  obligations, 
annual  income,  irregular  income  patterns  caused  by  seasonal 
employment,  or  other  factors,  could  not  otherwise  meet 
the  credit  requirements  of  FHA  for  the  purchase  of  a 
single  family  home.   However,  FHA  would  have  to  find  that 
each  purchaser  would  be  a  "reasonably  satisfactory  credit 
risk... if  he  were  to  receive  budget,  debt  management,  and 
related  counseling."   The  statute  provided  that: 
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"...in  determining  whether  the  mortgagor  is  a 
reasonably  satisfactory  credit  risk,  the  Secretary 
shall  review  the  credit  history  of  the  applicant 
giving  special  consideration  to  those  delinquent 
accounts  which  were  ultimately  paid  by  the  applicant 
and  to  extenuating  factors  which  may  have  caused 
credit  accounts  of  the  applicant  to  become  delinquent; 
and  the  Secretary  shall  also  give  special  consideration 
to  income  characteristics  of  applicants  whose  total 
income  over  the  two  years  prior  to  their  applications 
has  remained  at  levels  of  eligibility,  but  who,  because 
of  the  character  of  their  seasonal  employment  or 
for  other  reasons ,  have  not  maintained  continuous 
employment  under  one  employer  during  that  time;" 

In  a  case  where  credit  relaxation  was  to  be  granted, 

the  mortgage  and  security  had  to  otherwise  meet  the 

requirements  of  the  particular  mortgage  insurance  program. 

In  addition,  the  amount  of  the  eligible  mortgage  was 

limited  to  a  fixed  dollar  amount  consistent  with  the  needs 

of  moderate  income  families,  and  insurance  could  not  be 

granted  unless  the  monthly  mortgage  payments,  including 

payments  for  local  real  estate  taxes,  do  not  exceed 

25  percent  of  the  purchaser's  average  monthly  income. 

In  proposing  this  measure  the  Executive  Branch  placed 

substantial  reliance  on  the  counseling  that  HUD 

would  furnish  to  the  home  purchasers,  either  directly  or 

by  contract  with  public  or  private  organizations. 

Preference  for  the  credit  relaxation  was  to  be  given  to 

families  living  in  public  housing,  and  especially  to 

those  required  to  leave  because  their  incomes  had  risen 
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beyond  the  maximum  amount  prescribed  by  the  local  housing 

authority  and  to  those  families  who  had  been  displaced 

from  urban  renewal  areas . 

In  approving  this  new  authority,  both  the  House  and 

Senate  Committees  made  the  following  revealing  statement 

which  undoubtedly  expressed  a  degree  of  responsibility 

and  caution  intended  to  apply  to  the  several  relaxations 

authorized  in  the  whole  legislative  package: 

"In  authorizing  this  new  program,  it  is  not 
the  intention  of  the  committee  to  have  local  FHA 
directors  use  the  new  section  237  program  as  an 
excuse  for  careless  underwriting  practices,  arbi- 
trarily placing  all  marginal  applicants  into  the 
special  risk  fund  without  concern  for  the  real 
worthiness  of  the  case.   Contrariwise,  the  committee 
believes  that  the  FHA  should  sharpen  its  under- 
writing tools  and  improve  its  ability  to  judge  the 
true  merits  of  various  applicants  for  insurance, 
particularly  those  of  low  and  moderate  income-   In 
general,  the  committee  believes  that  existing  FHA 
rules  for  credit  approval  should  be  made  more 
realistic  and  workable  for  low  and  moderate  income 
families.   The  credit  requirements  are  often 
applied  too  stringently  in  reviewing  credit  histories. 
Thus,  the  credit  report  of  a  prospective  purchaser 
or  cooperative  member  may  indicate  that  at  some  time 
in  the  past  he  had  difficulties  in  meeting  certain 
obligations ,  which  frequently  occurs  among  lower 
income  families.   Yet,  this  should  not  be  a  bar  to 
homeownership  or  cooperative  membership  if  it  can 
be  demonstrated  that  the  person  had  a  good  record 
in  meeting  comparable  monthly  charges  for  housing 
during  recent  years."  21/ 

Third,  another  new  provision  in  the  1968  package 

established  a  "Special  Risk  Insurance  Fund"  as  the  insurance 

fund  for  all  FHA  mortgage  insurance  utilizing  either  one 
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of  the  above  relaxation  provisions  or  one  of  the 

subsidized  interest  rate  programs  (Section  235  or  236)  . 

The  language  of  this  new  provision  (Section  238  of  the 

National  Housing  Act)  and  its  legislative  history  showed 

clearly  that  a  new  degree  of  FHA  risk  was  recognized  and 

intended  by  the  Executive  Branch  and  the  Congress  in 

order  to  help  make  more  housing  available  to  low  or 

moderate  income  families,  especially  in  older,  declining 

areas . 

Most  important  in  this  respect  was  the  authority 

granted  for  appropriations  to  cover  expected  losses 

sustained  by  the  fund.   This  was  a  frank  expression  of 

anticipated  losses  which  the  Executive  Branch  believed 

the  Congress  should  understand.   In  testifying  on  the 

provision,  Secretary  Weaver  said: 

"Since  these  socially  oriented  programs 
cannot  be  expected  to  be  operated  on  actuarially 
sound  basis  if  the  insurance  premium  charge  is  to 
be  set  at  a  reasonable  level,  appropriations  to 
the  fund  would  be  authorized  to  cover  any  losses 
sustained  by  the  fund  in  carrying  out  the  mortgage 
insurance  obligations  of  these  programs .. .The 
programs  insured  under  the  new  fund  involve 
some  form  of  subsidy  for  families  of  low  and 
moderate  income  and  those  families  who  are  poor 
credit  risks  or  who  wish  to  buy  property  in  areas 
where  mortgage  insurance  would  not  normally  be 
available.   The  regular  FHA  mortgage  insurance 
reserves  cannot  be  expected  to  absorb  these 
several  new  social  programs  without  impairment. 
The  establishment  of  a  special  insurance  fund  would 
be  consistent  with  the  intent  to  provide  a  subsidy 
element  for  these  families  by  operating  with 
supplemental  appropriations,  where  necessary."  2  2/ 
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CHAPTER  III  —  CHANGES  IN  ADMINISTRATIVE  POLICY 
AFFECTING  MORTGAGE  INSURANCE  IN  THE 
CITIES  AND  OLDER  NEIGHBORHOODS 

The  previous  chapter  reviewed  the  major  legislative 
developments  of  the  1960's,  as  they  bore  on  the  evolving  and 
changing  role  of  FHA  mortgage  insurance  in  the  older  and 
declining  neighborhoods  in  the  cities.   This  chapter  will 
note  some  significant  changes  from  time  to  time  in  the 
administrative  policies  governing  mortgage  insurance  opera- 
tions as  they  also  shaped  and  defined  that  role. 

It  is  clear  from  the  account  in  Chapter  II  that  the 
thrust  and  emphasis  of  the  actions  of  the  Congress  varied 
from  year  to  year,  under  the  influence  in  part  of  Executive 
recommendations,  but  also  of  the  state  of  the  general  economy 
and  the  concerns  of  the  members'  constituencies,  both  individual 
and  institutional. 

Thus,  some  enactments  were  explicitly  and  directly  aimed 
at  augmenting  the  role  which  FHA  mortgage  insurance  could  play 
in  older  neighborhoods  —  as,  for  example,  the  19  66  amendment 
to  section  203  which  authorized  waiver  of  the  economic  sound- 
ness standard  to  encourage  insurance  of  housing  in  older 
neighborhoods  affected  by  riots  or  the  threat  of  riots.   In 
other  cases  —  as  in  the  authorization  of  the  rent  supplement 
program  —  Congress  was  clearly  concerned  primarily  with 
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improving  the  housing  opportunities  of  low  income  families, 
and  the  possible  relationship  of  a  specific  measure  to 
stabilization  and  improvement  of  declining  neighborhoods 
was  little  more  than  a  collateral  or  incidental  consideration. 

In  still  other  instances  —  notably  its  actions  with 
respect  to  FNMA*  special  assistance  —  the  attention  of 
Congress  was  focused  on  the  needs  and  interests  of  special 
classes  of  owners  or  tenants  (e.g.,  members  of  cooperatives, 
or  the  elderly  or  handicapped) ,  or  on  the  depressed  state 
of  the  housing  economy  and  the  rate  of  unemployment  in  the 
construction  industry. 

The  concepts  and  policy  approaches  urged  upon  the 
Congress  by  the  Executive  Branch  in  legislative  proposals 
may  be  broadly  thought  to  parallel  those  of  the  Congress  over 
the  span  of  the  1960 's,  but  they  by  no  means  coincided 
precisely  with  them  either  in  timing  or  in  emphasis.   Through 
most  of  the  period,  two  main  lines  of  Executive  concern  can 
be  discerned  in  the  thrust  of  its  legislative  recommendations: 

First,  with  reducing  the  use  of  public  funds  through 
the  substitution  of  private  investment  for  public  wherever 
possible  —  as  in  the  "phasing  out"  of  direct  loans  for 
elderly  and  handicapped  in  favor  of  subsidy  payments  in 


*Today,  so  far  as  the  special  assistance  functions  are 
concerned,  GNMA. 
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connection  with  an  insured  mortgage  under  section  236;  the 
substitution  of  annual  interest  grants  for  direct  loans  for 
college  housing;  and  the  dropping  of  moderate  income 
housing  under  section  221(d) (3)  (which  employed  what  might 
be  called  semi-direct  Government  loans  via  special  assistance 
purchase  of  a  subsidized  mortgage)  in  favor  first  of  the 
rent  supplement  and  later  of  the  section  236  approach. 

Second,  the  Executive  Branch,  more  or  less  continuously 
through  this  period,  was  concerned  with  achieving  some 
greater  approximation  of  equity  in  the  Government's  efforts 
to  help  families  with  less  than  sufficient  income  to  obtain 
adequate  housing.   Thus,  the  221(d) (3)  program  was  proposed 
as  an  effort  to  benefit  middle  (later,  largely  for  semantic 
reasons,  called  "moderate")  income  families.   As  it  became 
increasingly  clear  that  the  budgetary  burden  of  the  221(d) (3) 
program  —  consisting,  as  it  did,  of  Government  loans  effected 
through  the  device  of  mortgage  purchases  at  a  below-market 
interest  rate  —  would  prove  to  be  insupportable,  the 
Executive  proposed  a  rent  supplement  program  aimed  at  "gap" 
families:   i.e.,  those  whose  incomes  were  too  high  to  permit 
them  to  benefit  from  low  rent  public  housing,  but  too  low 
to  command  good  housing  in  the  private  market.   As  recounted 
in  Chapter  II,  the  Congress  accepted  the  mechanism  but  not 
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the  purpose,  and  the  rent  supplement  program  became  instead 
an  alternative  way  of  housing  low  income  people. 

It  should  be  understood,  however,  that  the  concentration 
of  the  Executive  Branch  on  these  aspects  of  the  problem, 
applied  mainly  to  policy  and  programs  affecting  assisted 
housing.   At  the  same  time  HUD  and  the  Executive  Branch 
generally  were  also  deeply  concerned  about  the  problems  of 
the  cities,  and  actively  seeking  means  to  come  to  grips  more 
effectively  with  the  progressive  decay  visible  in  so  many 
central  city  areas,  but  in  searching  for  solutions  they  looked 
not  toward  mortgage  insurance  but  toward  efforts  to  make  the 
urban  renewal  program  more  effective,  and  to  improve  the 
comprehensive  planning  capabilities  and  practices  of  local 
communities.   This  approach  may  be  thought  to  have  reached 
its  high  point  in  the  "Demonstration  Cities"*  proposal  of  1965, 

Nevertheless,  HUD  officials  were  aware  of  and  disturbed 
about  the  fact  that  FHA  mortgage  insurance  was  operating  most 
effectively  in  the  relatively  affluent  suburban  areas,  and 
was  not  contributing  substantially  to  the  solution  of  the 
growing  problems  of  older  neighborhoods,  nor  adequately 
supporting  the  urban  renewal  efforts  of  local  communities. 
They  were  conscious  also  of  growing  criticism  from  minority 


'Later  and  generally  called  ,:model"  cities, 
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groups,  community  organizations,  and  members  of  Congress 

over  the  "red  lining"  practices  of  private  mortgage  lenders, 

and  the  at  least  tacit  support  afforded  such  practices  by 

FHA's  known  reluctance  to  venture  into  what  it  considered 

high-risk  or  low-promise  neighborhoods. 

The  Break  With  Red  Lining 

Perhaps  the  earliest  major  effort  to  attack  this 

problem  head  on  was  the  issuance  of  a  policy  directive  by 

the  Assistant  Secretary-FHA  Commissioner  in  November  8,  1965. 

Since  it  was  the  first  major  policy  statement  to  come  directly 

to  grips  with  this  problem,  the  letter  is  worth  quoting 

from,  not  in  full  but  at  some  length.   Addressed  to  all  FHA 

Insuring  Office  directors,  it  read  in  pertinent  text  as 

follows: 

"The  Federal  Housing  Administration  recently 
has  been  intent  in  its  efforts  to  broaden  the 
availability  of  its  programs.   We  have  participated 
much  more  effectively  in  urban  renewal  efforts  and 
have  broadened  our  availability  to  rural  areas. 
These  efforts  must  continue  so  that  the  benefits  of 
FHA's  programs,  which  have  done  so  much  to  broaden 
home  ownership  and  upgrade  housing  in  the  nation, 
should  not  be  denied  to  any  area  where  mortgage 
insurance  can  be  useful. 

"In  some  instances,  there  has  been  hesitancy 
on  the  part  of  insuring  offices  to  make  FHA  programs 
available  in  older  neighborhoods.   An  automatic 
exclusion  of  neighborhoods  merely  because  they  are 
older  can  result  in  the  shutting  off  of  capital 
investments  in  these  neighborhoods.   Unavailability 
of  capital,  in  turn,  accelerates  decline." 

*  *  * 
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"When  serious  neighborhood  decay  has  occurred 
the  financing  of  rehabilitation  and  transfers  of 
rehabilitated  properties  or  properties  to  be 
rehabilitated  offers  the  greatest  promise  of  success 
in  areas  which  have  been  declared  urban  renewal  areas. 
Urban  renewal  rehabilitation  is  directed  toward 
improving  large  groups  of  structures  and  neighbor- 
hood facilities  as  well.   Thus,  urban  renewal  offers 
the  best  assurance  that  stability  created  by  rehabili- 
tation of  individual  structures  will  spread  and  be 
supported  by  corresponding  improvements  in  other 
structures  and  in  the  neighborhood  as  a  whole. 
Positive  help  and  guidance  must  always  be  available 
from  FHA  in  developing  urban  renewal  rehabilitation 
programs . 

"However,  FHA's  mortgage  insurance  activities 
in  older  areas  must  not  be  confined  to  urban  renewal 
areas.   There  are  many  other  older  areas  in  which 
FHA  can  and  should  make  its  programs  available  for  the 
transfer  of  properties  and  for  their  rehabilitation. 
The  purpose  of  this  letter  is  to  establish  general 
policies  to  guide  our  efforts  in  older  neighborhoods, 
particularly  under  221(d)(2),  221(d)(3),  221(d)(4), 
203  (k)  ,  and  203(b)  . 

" 1 .  FHA  must  stimulate  and  assist  residential 
rehabilitation  and  financing  of  property  transfers 
in  all  neighborhoods  where  values  are  sufficiently 
stable  and  long  range  prospects  sufficiently  promising 
to  make  insurance  of  long  term  loans  a  reasonable  risk, 
Areas  should  not  be  excluded  from  FHA  insured  loans 
merely  because  they  are  old  and  located  in  the  central 
part  of  the  city.   The  test  should  be  that  stable  long 
term  neighborhood  values  exist  or  that  changes  are 
taking  place  which  give  promise  of  arresting  neighbor- 
hood decline  so  that  stable  values  for  the  future  may 
be  reasonably  predicted  by  the  appraiser.   A  neighbor- 
hood should  not  be  denied  the  benefits  of  FHA  loan 
insurance  if  the  prospects  for  social  and  economic 
stability  are  good  even  though  it  has  in  the  past 
experienced  blight  because  of  population  shifts  or 
other  causes  that  have  run  their  course.   In  such 
areas,  if  visible  signs  exist  that  spontaneous  forces 
of  renewal  are  at  work,  FHA  should  move  in  to  assist 
these  forces  rather  than  wait  until  the  process  of 
revival  is  completed. 
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the  creation  of  stable  values.   Even  in  neighborhoods 
or  smaller  areas  in  which  blighting  influences  have 
started  decay,  conditions  justifying  FHA  loan 
insurance  may  be  brought  about  by  arrangements  with 
the  city  for  effective  code  enforcement,  street  and 
other  improvements,  and  the  provision  of  welfare  and 
other  services  needed  to  support  and  sustain  the 
values  created  by  rehabilitation.   The  local  Community 
Action  Programs  supported  by  the  President's  War  on 
Poverty  furnish  an  excellent  possibility  for  this  type 
of  cooperative  action.   Sections  221(d)(2),  221(d)(3), 
221(d) (4)  and  203 (k)  are  effective  programs  that  can 
be  used  in  non-declared  urban  renewal  areas  to 
accomplish  this  purpose.   Section  203(b)  should  not 
be  used  until  the  neighborhood  has  improved  to  a 
point  where  economic  soundness  can  be  found. 

"All  Directors  should  be  guided  by  these  princi- 
ples in  reviewing  applications  involving  property 
transfers  and  rehabilitation  in  older  areas.   Indeed, 
I  expect  every  Director  to  use  these  guidelines  as 
a  basis  for  a  positive  effort  to  stimulate  the  use 
of  FHA  programs  in  older  areas."  1/  (emphasis  in  original) 

The  Commissioner's  letter  was  a  marked  departure  from 
FHA  assumptions  and  practice  of  long  standing,  especially 
insofar  as  it  suggested  that  FHA,  rather  than  awaiting  a 
change  in  the  practices  of  the  market,  should  take  the 
initiative  to  " .  .  .stimulate  the  use  of  FHA  programs  in 
older  areas. " 

The  Assistant  Secretary-FHA  Commissioner  who  issued 
this  directive  later  commented  as  follows  on  the  considera- 
tions which  occasioned  it: 
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"I  shared  the  concern  of  many  others  that 
the  unavailability  of  mortgage  credit  in  inner-city 
areas  was  not  only  accelerating  decay,  but  also  was 
making  it  virtually  impossible  to  bring  back 
communities  even  where  the  residents  had  strong 
desires  and  motivation  to  upgrade  their  living 
accommodations.   This  had  been  brought  about  by 
a  red-lining  procedure  which  let  it  be  known  to 
the  lending  community  that  the  Federal  Government 
was  unwilling  to  make  its  mortgage  credit  programs 
available  because  of  the  high  risk  factor.   This 
would  automatically  cause  lenders  to  assess  their 
own  activities  and  generally  they  would  likewise 
proscribe  such  areas  from  mortgage  activity.   As 
a  consequence,  the  only  way  that  housing  could  be 
financed  in  such  restricted  areas  was  through  the 
use  of  very  onerous  credit  terms  such  as  install- 
ment contracts,  very  large  equity  payments,  and 
second  mortgages.*   Typically,  also  the  interest 
rates  were  very  high  and  the  maturity  short,  thus 
leaving  little,  if  any,  room  for  forbearance  in 
case  the  borrower  ran  into  a  period  of  adversity. 
It  was  clear  to  many  of  us  that  some  action  had 
to  be  taken  to  deal  with  this  critical  problem  if 
we  were  to  hold  out  any  substantial  hope  for 
preserving  or  maintaining  viable  communities  in  the 
inner  city."  1/ 

It  is  a  fact  of  both  individual  and  institutional 
behavior  that  long-held  attitudes  and  habits  are  not  easily 
changed,  and  it  is  therefore  hardly  a  matter  for  surprise  that 
the  November,  1965,  directive  did  not  bring  about  an 
immediate  or  sweeping  reform  in  FHA's  role  in  older  neighbor- 
hoods.  A  few  months  later  Congress  acted  further  by  amending 


*As  a  matter  of  fact,  the  reverse  of  the  process  described  by 
Mr.  Brownstein  occurred  at  least  as  frequently,  if  not  more 
frequently:   the  FHA  field  offices  took  their  cue  from  the 
practice  of  local  lenders,  and  refused  to  venture  into 
neighborhoods  which  those  lenders  were  known  to  view  as 
involving  excessive  elements  of  cost,  risk  or  both. 
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section  203  of  the  National  Housing  Act  to  waive  the  require- 
ment of  "economic  soundness"  in  areas  where  riots  or  civil 
disorders  had  occurred  or  were  threatened  (which  obviously 
tended  to  be  mainly  older  and  declining  neighborhoods) , 
and  substitute  for  it  the  less  exacting  standard  that  the 
mortgage  be  an  "acceptable  risk",  taking  into  consideration 

the  need  for  providing  housing  for  low  and  moderate  income 

2/ 
families  in  the  area.— 

Less  than  a  year  after  the  issuance  of  his  policy  Letter 

noted  above,  the  Commissioner  thought  it  needful  to  repeat 

and  reemphasize  the  new  approach  he  had  sought  to  foster. 

A  further  directive  issued  in  July,  1967,  described  itself 

as  a  "prohibition"  of  arbitrary  exclusions  of  neighborhoods 

and  communities  from  the  benefits  of  mortgage  insurance, 

although  that  very  strong  word  occurs  only  in  the  subject 

line  of  the  letter.   Even  so,  the  intent  was  clear,  as  the 

following  exerpts  from  the  letter  show: 

July  31,  1967. 
"To:   All  Assistant  Commissioners,  Washington 

Division  Heads,  Insuring  Office  Directors, 
HUD  Regional  Administrators,  and  the  Director, 
Regional  Support  Staff 
"Subject:   Prohibition  of  arbitrary  exclusions  of 
communities  and  neighborhoods  and  the  waiver 
of  economic  soundness  in  riot  or  riot  threatened 
areas 
"The  purpose  of  this  letter  is  to  call  to  your 
attention  the  fact  that  FHA  will  not  designate  entire 
communities  or  areas  as  ineligible  for  participation 
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in  its  mortgage  insurance  operations.   Instead, 
eligibility  is  established  in  response  to  an 
application  and  its  compliance  with  prescribed 
eligibility  standards  and  criteria.   This  is  done 
on  a  case-by-case  basis  and  places  major  emphasis 
on  the  eligibility  of  the  property  being  examined. 
This  policy  permits  use  of  all  mortgage  insurance 
programs  in  any  area  provided  the  individual 
transaction  meets  the  eligibility  requirements. 

"In  some  instances  there  has  been  hesitancy  on 
the  part  of  insuring  offices  to  make  FHA  programs 
available  in  older  neighborhoods.   An  automatic 
exclusion  of  a  community  or  neighborhood  merely 
because  it  is  old  can  result  in  the  shutting  off 
of  capital  investments  in  these  areas.   Likewise, 
limiting  FHA  participation  to  one  program,  for 
example,  Section  221(d) (2),  can  mark  an  area  as  one 
in  which  FHA  lacks  confidence.   Real  estate  brokers 
and  mortgage  lenders,  when  they  have  knowledge  of 
arbitrary  exclusions  by  FHA,  tend  to  hold  back  on 
conventional  financing.   The  non-availability  of 
mortgage  funds  accelerates  decline  and  increases 
the  costs  and  problems  of  financing  real  estate. 
It  forces  the  use  of  second  and  third  mortgages  and 
other  means  of  financing  which  increase  the  home 
owner's  risk  and  housing  expense. 

"FHA's  mortgage  insurance  activities  in  older 
areas  must  not  be  confined  to  urban  renewal  areas  or 
limited  to  one  or  two  programs.   There  are  many  older 
neighborhoods  and  areas  where  FHA  can  and  should  make 
all  of  its  mortgage  insurance  programs  available  on 
an  individual  case  basis." 


"Please  see  that  all  members  of  your  staff  are 
familiar  with  FHA  policy  concerning  the  use  of  all 
programs  in  a  community  or  neighborhood.   Also  any 
arbitrary  and  area-wide  exclusions  as  to  a  particular 
program  that  are  in  effect  are  to  be  rescinded.   The 
foregoing  does  not  preclude  the  continued  designation 
of  well  defined  areas  as  ineligible  for  mortgage 
insurance  when  definite  hazards  and  nuisances  exists; 
for  example,  areas  subject  to  flooding  or  subsidence, 
areas  adversely  affected  by  airports,  and  areas  in 
transition  from  residential  to  commercial  or  industrial 
usage."  3/ 
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Commissioner  Letter  No.  63  also  called  special  attention 
to  and  emphasized  the  importance  of  the  amendment  to  section 
203  waiving  the  economic  soundness  requirement  for  riot- 
affected  areas,  in  the  following  language: 

"The  intent  of  the  amendment  to  Section  203 
which  substitutes  the  acceptable  risk  determination 
for  economic  soundness  is  to  offer  insured  mortgage 
financing  to  credit  worthy  individuals  who  are  the 
innocent  victims  of  their  surroundings: — a  neighbor- 
hood where  riots  have  occurred  or  are  threatened. 
The  amendment  makes  it  possible  for  responsible 
citizens  to  remain  in  an  area  and  to  form  a  stable 
nucleus  of  home  owners.   It  encourages  eligible 
purchasers  to  move  into  the  area  because  favorable 
mortgage  terms  are  available.   Denial  of  Section  203 
financing  in  these  areas  when  property  and  borrower 
are  an  acceptable  risk  is  a  restrictive  financial 
practice  that  hinders  the  free  flow  of  credit  for 
home  purchasers. 

"Waiver  of  the  economic  soundness  requirement 
by  statute;  and  the  policies  and  instructions  in 
the  two  cited  letters  are  a  firm  basis  for  using  all 
FHA  programs  in  a  community;  provided  the  individual 
transaction  meets  the  eligibility  requirements  for 
that  program.   This  means  that  if  the  particular  unit 
meets  minimum  property  standards  and  the  mortgagor 
qualifies,  the  mortgage  is  insurable  under  203(b) 
even  though  the  neighborhood  would  not  permit  a 
finding  of  economic  soundness . "3/ 

Defining  A  New  Role  For  FHA 

Later  that  year,  the  Commissioner  returned  to  and 

enlarged  upon  these  themes  in  a  speech  delivered  in  October 

to  a  national  meeting  of  FHA  insuring  office  directors  and 

chief  underwriters.   The  significance  of  that  speech  lay 
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not  only  in  the  unusual  vigor  and  explicitness  of  its 

language,  but  also  in  the  fact  that  it  came  at  a  time  when 

FHA  was  already  feeling  heavy  pressures  from  a  great  variety 

of  directions,  both  at  the  national  level  and  locally, 

to  play  a  more  creative  and  aggressive  role. 

It  is  unnecessary  here  to  quote  at  length  from  the 

October  speech.   Something  of  its  flavor  and  thrust  can  be 

gathered  from  the  following  excerpt: 

"We  have  got  to  recognize  that  stimulating 
a  flow  of  mortgage  funds  into  the  inner  city, 
yes  even  into  the  slums,  for  the  transfer  of 
houses,  for  rehabilitation,  and  for  new  construc- 
tion, is  an  FHA  mission  of  the  highest  priority. 
No  longer  can  we  afford  to  wait  until  an  applicant 
comes  in  and  bludgeons  us  into  this  kind  of 
activity. 

"I  want  you  to  go  looking  for  applications. 
I  want  you  to  take  the  leadership  in  seeing  that 
FHA  programs  are  used  to  accomplish  these  priority 
objectives.   I  want  you  to  know  that  applications 
involving  the  inner  city,  rehabilitation,  BMIR  and 
rent  supplements  are  the  first  things  your  staff 
should  work  on,  not  the  last. "4/ 

Given  the  climate  of  the  time,  it  is  hardly  surprising 

that  these  remarks  (and  others  accompanying  them)  were 

understood  by  some,  both  at  the  time  and  later,  as  amounting 

to  an  instruction  to  the  FHA  operations  staff  —  especially 

to  those  responsible  for  underwriting  —  to  throw  caution 

to  the  winds  and  disregard  normal  underwriting  considerations 
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to  the  extent  necessary  to  achieve  a  drastic  increase  in 

the  volume  of  mortgage  insurance  for  housing  for  those  of 

low  and  moderate  income,  especially  in  older  and  declining 

neighborhoods  in  the  cities.* 

Examination  of  the  full  text  of  the  speech  does  not 

support  this  extreme  interpretation.   While  the  Commissioner 

did  say  at  one  point  — 

"...  since  the  vast  majority  of  the  Congress  as 
well  as  the  Executive  Branch  expect  us  to  carry 
out  the  mission  I  have  been  discussing,  then  they 
must  expect  us  willingly  to  take  the  risks  inherent 
in  such  a  mission" , 

in  the  very  next  sentence  he  went  on  to  say: 

"This  does  not  by  any  means  require  the  elimination 
of  prudence  and  common  sense.   So  long  as  we  have 
a  public  responsibility,  we  can  never  do  that." 

And  at  another  point  — 

".  .  .1  want  you  to  be  prudent  as  well  as  urgent.  .  ." 

Although  we  are  not  concerned  here  either  with  indicting 

or  exculpating  the  officers  then  responsible  for  HUD  policy, 

we  are  concerned  with  realistic  perspectives.   It  would  be 

well  to  note,  therefore,  that  the  Commissioner's  remarks 

were  made  in  the  context  of  what  had  been  increasing  criticism 

of  FHA  and  its  negative  or  ineffective  role  in  inner  city 

affairs  over  many  years.   Local  public  agencies  struggling 


*Indeed,  HUD  Secretary  Weaver's  successor,  Secretary  Romney, 
so  interpreted  them  —  see,  e.g.,  his  remarks  in  the  Hearings 
previously  cited  (Footnote  1)  at  page  263. 
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to  carry  out  urban  renewal  programs  - —  including  their 

relocation  housing  commitments  —  had  complained  bitterly 

at  what  they  saw  as  the  indifference  or  even  antagonism  of 

local  FHA  offices  whose  cooperation  was  essential.   Milder 

efforts  on  the  part  of  the  HUD  Secretary  and  the  Assistant 

Secretary-FHA  Commissioner  had  had  little  effect.   The 

unusually  strong  and  direct  language  of  the  Commissioner's 

speech,  therefore,  may  reasonably  be  considered  as  a  form 

of  shock  therapy:   an  effort  to  blast  the  largely 

self-contained  principalities  of  the  local  insuring  offices 

loose  from  their  long  established  sense  of  purposes  and 

priorities. 

Some  part  of  the  erroneous  impression  concerning  the 

marching  orders  which  FHA  was  receiving  on  this  occasion 

may  well  be  due  to  misinterpretation  of  the  final  sentence 

of  the  October  speech.   Concluding  his  remarks,  the 

Commissioner  told  the  assembled  directors  and  chief 

underwriters  — 

"I  have  given  a  number  of  reasons  why  I  believe 
FHA  must  mount  a  major  effort  to  accelerate  and  expand 
use  of  those  of  our  programs  which  can  serve  families 
of  low-  and  moderate-income  and  revive  and  rebuild  the 
inner  city.   Let  me  give  you  one  more  reason.   You 
should  work  at  this  task  as  though  your  job  depended 
on  it  —  because  it  may!" 
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There  is  reason  to  believe  that  some  people  —  very  possibly 
including  some  among  his  audience  on  that  occasion  — 
understood  this  language  as  a  thinly-veiled  threat  that 
those  responsible  for  local  FHA  operations  might  not  prosper 
in  their  jobs  if  they  failed  to  put  volume  program  accomplish- 
ment ahead  of  prudence  and  sound  underwriting. 

Once  more,  an  examination  of  the  full  text  does  not 
support  such  an  interpretation.   In  context,  it  is  clear 
that  the  Commissioner  was  warning  the  staff  that  if  FHA 
should  fail  to  respond  to  contemporary  housing  needs  and 
challenges,  it  would  come  to  be  seen  as  an  institution 
which  had  outlived  its  usefulness,  and  would  wither  on  the 
vine:   hence  the  threat  to  their  long-term  job  security 
(and  that  of  others  as  well) .   No  doubt  he  intended  the 
rhetorical  flourish  of  his  conclusion  to  be  both  emphatic 
and  attention-getting,  and  indeed  it  was;  perhaps  a  bit 
more  so  than  he  might  have  wished. 


131 


< 


Section  223(e)  and  "Acceptable  Risk" 

The  following  year  saw  the  enactment  of  the  Housing 
and  Urban  Development  Act  of  1968,  including  the  amendment 
which  added  Section  223(e)  to  the  National  Housing  Act. 
As  recounted  in  Chapter  II,  this  new  section  authorized 
the  insurance  of  mortgages ,  under  any  relevant  authority 
for  residential  mortgage  insurance,  without  regard  to  the 
"economic  soundness"  criterion,  when  the  mortgages 
involved  covered  properties  in  older  and  declining  neighbor- 
hoods which  were  deemed  to  be  "reasonably  viable,"  and  when 
any  such  mortgage  was  found  to  be  an  "acceptable  risk," 
taking  into  account  the  need  for  housing  for  low  and 
moderate  income  families  in  the  area. 

It  has  been  suggested  frequently  that  in  this  provision 
the  Congress  itself  "threw  away  the  book,"  and  directed 
FHA  to  insure  loans  in  poor  neighborhoods  without  regard 
to  values  or  risk.   The  legislative  history,  as  recited 
in  Chapter  II,  provides  no  support  for  that  theory.   On 
the  contrary,  it  is  clear  that  what  Congress  thought  it 
was  doing  was  to  modify  the  1966  amendment  to  FHA  Section 
203  (the  amendment  dealing  with  areas  affected  or  threatened 
by  riots  or  civil  disorders)  in  two  specific  respects: 
first,  that  the  "acceptable  risk"  standard  (in  lieu  of 
economic  soundness)  could  be  extended  under  any  section 
of  Title  II  of  the  National  Housing  Act  (covering  both 
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single  family  and  multifamily  housing) ,  instead  of  being 
confined  to  Section  203  and,  second,  that  the  areas 
involved  no  longer  be  restricted  to  those  affected  or 
threatened  by  riots  or  civil  disorders . 

In  addition  to  explaining  what  the  intent  of  the  new 
provision  was,  the  Committee  reports  included  discussion 
which  sought  to  make  clear  what  was  not  intended.   Thus 
the  legislative  committees  took  pains  to  make  clear  that 
in  enacting  Section  223  (e)  the  Congress  did  not  intend 
either  to  authorize  or  encourage  the  underwriting  of  loans 
with  no  regard  for  their  security.   It  was  recognized  that 
lending  of  this  nature  would  inevitably  involve  a  somewhat 
higher  degree  of  risk  than  was  involved  in  the  traditional 
approach,  and  provision  was  made  for  this  by  establishing 
the  Special  Risk  Fund  and  authorizing  appropriations  to 
cover  the  losses  which  it  might  suffer. 

Nevertheless,  in  spite  of  this  recognition  and  these 
special  provisions — indeed,  to  some  extent  because  of  them — 
the  legislative  history  stressed  the  intent  of  Congress 
that  the  new  authorities  should  be  carried  out  prudently 
and  with  the  application  of  good  business  judgment,  taking 
into  account  the  special  needs  and  problems  they  were 
intended  to  help  solve. 

Instructions  to  implement  the  new  section  were  issued 
to  the  insuring  offices  in  August,  19  68.  —  They  contained 
nothing  surprising,  generally  following  closely  the  statute 
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and  the  legislative  history.   They  pointed  out — as  did 
the  statutory  language--that  to  qualify  for  insurance 
under  this  section  a  mortgage  must  meet  two  tests: 

1.  It  must  cover  a  property  located  in 
an  older,  declining  urban  area  which  is  never- 
theless judged  to  be  reasonably  viable ;  and 

2.  It  must  be  judged  an  "acceptable  risk," 
taking  into  consideration  the  need  for  adequate 
housing  for  families  of  low  and  moderate  income 
in  the  area.  * 

In  explaining  the  effect  of  these  provisions  on  under- 
writing, the  circular  went  on  to  explain  that  they  would 
allow  relaxation  of  requirements  applicable  under  other 
sections  by  reason  of  the  "economic  soundness"  standard, 
to  two  elements  of  the  overall  underwriting  judgment: 
namely,  property  location  and  mortgage  term. 

In  May  of  the  following  year,,  a  new  circular  was 

6/ 
issued.-  Observing  that  "The  application  of  Section  223(e) 

continues  to  be  a  source  of  confusion  in  field  offices..", 

the  circular  purported  to  clarify  matters. 

It  pointed  out  that  applications  were  not  to  be  filed 

under  Section  223(e)  in  the  first  instance,  but  under  some 

one  of  the  standard  insuring  authorities,  such  as  203(b), 


*   It  should  again  be  noted  that  this  language  describing 
"acceptable  risk"  was  not  new,  but  was  picked  up  from  the 
1966  amendment  dealing  with  riot-affected  areas,  which 
223(e)  replaced. 
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221(d) (2) ,  etc.   Such  applications  would  be  processed 

under  223(e)  only  if  it  was  determined  that  they  could  not 

be  approved  under  the  section  of  original  filing. 

Following  this  explanation,  under  the  heading 

"Eligible  areas, "  the  circular  then  went  on  to  lay  down 

the  following  remarkable  standard: 

"...The  test  [of  the  area]  should  be  the  degree 
of  blight  rather  than  the  size  of  the  affected 
area.   To  justify  processing  pursuant  to 
Section  223(e),  the  location  must  so  adversely 
affect  the  property  as  to  preclude  a  finding 
of  economic  soundness  or  acceptable  risk."  *"* 

This  astonishing  instruction  appears  on  its  face  to 
be  not  only  inconsistent  but  in  direct  conflict  not  only 
with  the  language  of  the  law  and  legislative  history,  but 
with  the  earlier  operating  instructions  of  which  it 
purported  to  "...provide  a  clearer  understanding." 

It  is,  of  course,  impossible  to  form  any  very  concrete 
judgment  concerning  the  effects  of  this  instruction  on 
insuring  operations  in  the  field  offices.   It  did  not, 
for  example,  provoke  a  sudden  surge  of  business  under 
Section  223(e),  which  in  fact  never  developed  into  a  run- 
away program  from  a  volume  standpoint. 

Nevertheless,  it  is  worth  recalling  that  this  circular 


**    Since  former  Assistant  Secretary-FHA  Commissioner 
Brownstein  has  been  quoted  by  name  earlier  in  this  dis- 
cussion, it  may  be  appropriate  to  note  that  he  had  left 
the  Department  to  enter  private  practice  before  this 
circular  was  issued. 
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was  issued  at  a  time  when  a  strong  climate  had  built  up 
calling  for  more  flexible  and  venturesome  attitudes  on  the 
part  of  FHA.   Not  only  had  the  operating  staff  been 
belabored  by  its  own  administrative  heads,  the  FHA 
Commissioner  and  Deputy  Commissioners,  to  be  more 
responsive,  but  the  strong  views  of  the  Secretary  of  HUD 
and  the  Under  Secretary  along  the  same  lines  were  well 
known  and  frequently  stated.   Moreover,  the  then  President 
had  proclaimed  the  Housing  and  Urban  Development  Act  of 
1968  as  one  of  the  crowning  legislative  accomplishments  of 
his  Administration;  had  warmly  praised  the  Congress  for 
its  enactment;  and  had  called  in  the  strongest  terms  for 
an  all-out  effort  to  translate  its  provisions  into  housing 
accomplishments  as  rapidly  as  possible. 

In  addition,  from  their  various  points  of  view,  local 
public  agencies  with  urban  renewal  programs  in  progress 
or  in  planning,  minority  groups,  some  builders,  community 
action  agencies ,  and  influential  members  of  the  House 
and  Senate  had  severely  criticized  FHA  for  being  excessively 
cautious  and  conservative  and,  as  they  saw  it,  failing  to 
respond  to  the  needs  of  the  poor  by  making  maximum  use  of 
new  and  liberalized  housing  policies  and  financing  tools. 

Responsible  FHA  field  officers  are  expected,  naturally, 
to  be  familiar  with  the  provisions  of  the  National  Housing 
Act,  among  other  things.   However,  it  is  not  uncommon  for 
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operating  officials — themselves  specialists  in  other 
matters  —  to  receive  legal  interpretations  advising  them 
that  the  effect  of  some  particular  piece  of  legislative 
language  is  quite  different  than  they  had  supposed.   There 
is  something  to  be  said  for  the  view  that  such  officials 
are  entitled  (morally,  if  not  legally)  to  rely  on  policy 
and  procedural  instructions  from  their  headquarters  office 
as  being  correct,  even  where  they  appear  to  be  in  conflict 
with  what  they  had  previously  understood  to  be  the  applicable 
law  or  policy. 

Taking  all  these  background  factors  into  consideration, 
it  is  reasonable  to  suppose  that  the  May  circular  on 
223  (e)  ,  which  on  its  face  appeared  to  authorize  and  even 
to  direct  the  insurance  in  older,  declining  neighborhoods 
of  mortgage  loans  of  such  poor  quality  that  they  were 
neither  economically  sound  nor  acceptable  risks,  contributed 
in  some  degree,  even  if  not  a  measurable  one,  to  the 
development  of  an  atmosphere  in  the  FHA  field  offices  which 
was  conducive  to  a  much  more  free-wheeling  underwriting 
operation,  and  even  to  a  degree  of  laxity  in  reviewing 
the  work  of  appraisers  and  inspectors  and  otherwise 
protecting  the  basic  interests  of  the  Government  as  the 
ultimate  insuror  where  low  and  moderate  income  housing 
programs  were  concerned. 
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Such  an  atmosphere  not  only  greatly  increases  the 
probability  of  errors  of  judgment,  but  also  is  highly 
conducive  to  other  abuses  which  commonly  accompany  slacken- 
ing of  supervision  and  controls,  including  fraud  and 
collusion—dangers  which  are  always  present  in  an  operation 
such  as  FHA  mortgage  insurance  because  of  the  very  nature 
of  the  transactions  involved. 

Indeed,  all  these  evils  did  develop,  as  the  following 
Chapter  will  recount.   As  their  full  magnitude  was 
realized,  a  whole  series  of  corrective  administrative 
measures  were  taken,  even  if  belatedly,    ranging  from 
tightening  processing  procedures  to  disciplinary  actions 
and  a  considerable  number  of  criminal  investigations  and 
prosecutions.   However,  all  these  matters  are  sufficiently 
recent  and  familiar  that  they  need  not  be  reviewed  here. 


*   The  May,  1969,  circular  on  Section  223(e)  was  super- 
seded in  December,  1972,  which  restored  the  underwriting 
instructions  to  consistency  with  the  original  law  and, 
in  fact,  the  original  operating  instructions  of  19  68. 


138 


FOOTNOTES 


1.   Federal  Housing  Administration,  Commissioner  Letter 
No.  38;   November  8,  1965. 

2*  Hearings  before  the  Subcommittee  on  Housing,  House 
Committee  on  Banking  and  Currency,  on  H.  R.  13337; 
Part  1,  page  268. 

3.  Federal  Housing  Administration,  Commissioner  Letter 
No.  63;  July  31,  1967. 

4.  Remarks  of  Hon.  Philip  N.  Brownstein,  Assistant  Secre- 
tary of  HUD  and  Commissioner  of  the  Federal  Housing 
Administration,  before  the  Directors'  Conference; 
October  23,  1967. 

5.  U.  S.  Department  of  Housing  and  Urban  Development; 
Circular  FHA  4400.2;  August  1,  1968. 

6.  U.S.  Department  of  Housing  and  Urban  Development; 
Circular  FHA  4400.26;  May  19,  1969. 


139 


CHAPTER  IV — CONCLUSIONS  REGARDING  PROGRAM 
EXPERIENCE  UNDER  1960's  LEGISLATION 
RELATING  TO  HOUSING  IN  CENTRAL  CITIES 

In  the  multitude  of  statements,  articles,  studies, 
reports,  charges  and  defenses  concerning  FHA  mortgage 
insurance  operations  under  the  1960's  legislation  relating 
to  center  cities,  there  has  been  a  frequent  tendency  to 
intermingle  and  confuse  conclusions  of  quite  different 
character.   Some  apply  to  facts,  clear  and  accepted  by 
almost  everyone.   Others  depend  on  interpretations  of  the 
intentions  and  objectives  of  the  Executive  Branch  in 
proposing  the  programs,  and  of  the  intentions  and  objectives 
of  the  Congress  in  enacting  them. 

The  first  two  of  the  following  conclusions  concerning 
the  legislation  of  the  1960's  and  programs  affecting  housing 
in  central  cities  seem  sufficiently  clear  and  accepted  that 
little  further  discussion  is  warranted: 

(1)   The  programs  worked  in  the  sense  of  volume 
production.   Unlike  authorities  for  some  housing  programs 
during  earlier  periods  which  never  "got  off  the  ground," 
the  subsidy  programs  of  the  1960's  for  low  or  moderate 
income  families  became  active  and  extensive  within  a 
relatively  short  time.   The  volume  of  Section  235  and 
Section  236  operations  far  exceeded  the  expectations  of 
those  who  developed  and  proposed  the  original  programs. 
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In  fact,  it  was  the  very  success  of  these  programs  in 

terms  of  volume  production  which  caused  the  rapid  increase 

in  Federal  subsidy  or  other  budget  impact  that  was  the 

principal  concern  of  the  Executive  Branch  over  each  successive 

program.   The  extent  of  that  production  was  often  cited  by 

HUD  officials,  as  in  this  statement  in  "Housing  in  the 

Seventies"  (a  report  of  the  Secretary  of  HUD,  issued 

October  6,  1973)  which  said: 

"For  the  years  1969  through  1972,  the 
Federal  Government  committed  subsidy  support 
to  provide  housing  assistance  to  an  additional 
1.6  million  American  families  of  low  and 
moderate  income.   This  represents  more  subsidized 
housing  assistance  than  the  total  provided  by  the 
Federal  Government  during  the  entire  34-year 
history  of  our  national  housing  program  preceding 
this  Administration.   This  Administration,  in 
response  to  the  1968  legislation,  also  has 
underwritten  high-risk  mortgages  on  more  than 
150,000  units  in  inner-city  neighborhoods,  another 
record  achievement."   (Page  ii) 

"In  1970,  in  a  major  production  effort,  about 
470,000  subsidized  units  were  started  or  substan- 
tially rehabilitated  under  HUD  and  Farmers  Home 
Administration  programs,  more  than  twice  as  many 
as  in  any  previous  year.   The  new  subsidized  starts 
alone  made  up  almost  30  percent  of  all  housing 
starts  in  1970.   In  the  same  year,  almost  80,000 
existing  housing  units  were  committed  for  subsidy 
to  house  low-  and  moderate-income  families.   In 
many  cases,  these  housing  units  were  improved  in 
quality  through  rehabilitation.   In  1971,  about 
as  many  subsidized  units  were  started  or 
rehabilitated  as  in  1970."  (Page  4-3) 

(2)   By  1971,  defaults  and  foreclosures  on  an  unpre- 
cedented scale  had  occurred  under  Sections  235  and  236, 
as  well  as  under  other  subsidized  and  unsubsidized 
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mortgage  insurance  programs .   These  occurred  in  cities 
throughout  the  country,  and  came  to  be  considered  a  national 
scandal,  although  they  occurred  much  more  extensively  in 
some  cities  than  in  others  of  similar  size.   A  publication 
of  the  House  Committee  on  Banking  and  Currency  as  early  as 
1970  included  a  statement  that  a  "national"  housing  scandal 
might  emerge  because  of  FHA ' s  role  in  the  Section  235 
program.  —  In  February,  1972,  the  Subcommittee  on  Housing 
of  the  House  Committee  on  Banking  and  Currency  held  extensive 
hearings  on  FHA  mortgage  foreclosures,  housing  abandonment 
and  other  FHA  operations.  —'      Data  —'    submitted  by  HUD  at 
those  hearings  indicated  the  trends  of  FHA  defaults  and 
foreclosures  at  that  time .   As  a  percentage  of  insurance 
in  force,  default  terminations  rose  between  19  60  and  1971: 

(a)  from  .55  to  2.77  percent  as  to  all  FHA 
multifamily  mortgage  programs;  and 

(b)  from  .87  to  2.26  percent  as  to  all  FHA 
home  mortgage  programs. 

The  worst  situation  developed  in  Detroit,  Michigan. 

The  details  and  extent  of  defaults  and  foreclosures  in 

that  area  were  investigated  extensively  by  the  Legal  and 

Monetary  Affairs  Subcommittee  of  the  House  Committee  on 

Government  Operations,  headed  by  Congressman  John  Monagan. 

After  hearings  on  the  subject,  the  Subcommittee  issued  its 

4/ 
findings  and  conclusions  in  a  report  issued  June  20,  1972.— 

It  showed  that  the  monthly  rate  of  FHA  acquisitions  of 
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foreclosed  properties  quadrupled  from  1968  to  1971,  and 
reported  an  estimate  by  the  GAO  that  the  FHA  insurance 

funds  could  lose  as  much  as  $200  million  on  those 

.  ...     5/ 
acquisitions .— ' 

The  conclusions,  which  follow,  are  more  debatable, 
if  only  because  conflicting  views  about  them  are  held  by 
various  participants,  in  and  observers  of  the  housing  scene. 
Nevertheless,  they  seem  to  be  supported  by  the  available 
information: 

(3)   As  to  the  type  and  location  of  the  housing 
produced  and  the  income  group  served,  the  program  operations 
did  not  depart  significantly  from  legislation  or  legislative 
history,  or  from  the  intent  of  the  Executive  Branch  in  pro- 
posing a  particular  program.   The  extent  to  which  the 
programs  followed  legislative  intent  and  accomplished 
legislative  purposes  must  be  clearly  separated  from  consid- 
eration of  the  merits  of  the  programs  themselves.   The 
latter  have  been  the  subject  of  extensive  analyses, 
including  those  in  "Housing  in  the  Seventies,"  in  the 
"Critique  of  Housing  in  the  Seventies,"—  and  in  debate 
and  considerations  by  appropriate  committees  in  the 
Congress.   Judgments  as  to  those  program  merits  must  turn 
on  political,  economic  and  social  philosophies  which  are 
not  dealt  with  here. 

As  to  the  type  and  location  of  the  housing  produced 
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under  the  programs,  no  great  issue  has  arisen.   The 
legislation  contemplated  no  significant  departure  in  this 
regard  from  the  housing  which  had  been  produced  under 
earlier  FHA  programs,  and  none  occurred.   Similarly,  as 
indicated  throughout  Chapter  II,  there  was  an  expectation 
that  much  of  the  housing,  especially  the  multi-family 
structures,  would  be  built  in  older,  deteriorating  areas, 
but  there  was  no  limitation  or  attempt  to  quantify  any 
portion  of  assisted  housing  going  into  these  areas.   Program 
operations  did  not  significantly  depart  from  legislative 
intent  in  that  regard. 

The  income  group  served  by  each  program  of  the  19  60 's 
was  in  general  accord  with  Congressional  intent.   That 
was  to  be  expected,  because  the  income  group  served  was 
established  largely  by  statutory  provisions,  including 
those  determining  the  degree  of  the  subsidy,  and  by  cir- 
cumstances in  the  community  where  the  housing  was  located. 
Flagrant  abuses  in  appraisals  often  increased  the  prices 
of  homes  sold  under  the  Section  235  program,  but  even  in 
those  cases  the  extent  to  which  the  prices  affected  the 
income  group  served  is  conjectural. 

Of  equal  importance,  the  legislation  and  legislative 
history  with  respect  to  each  program  avoided  dictating 
the  precise  dollar  amount  of  the  income  group  to  be  assisted. 
Undoubtedly,  there  was  a  general  Congressional  intent  to 
reach  as  low  an  income  level  as  feasible  with  the  statutory 
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tools  made  available.   At  the  same  time,  those  in  the 
Executive  Branch  and  in  the  Congress  dealing  with  the 
development  and  enactment  of  the  legislation  had  sufficient 
knowledge  of  past  programs  and  housing  experience  to  know 
the  many  variables  involved  in  housing  production  under 
mortgage  insurance  programs,  particularly  because  of  the 
voluntary  nature  of  program  participation.   Accordingly, 
little  precision  was  mandated  as  to  the  income  group  to  be 
assisted.   Occasionally  there  was  reference  to  the  "poor", 
but  almost  always  the  terms  used  were  even  more  vague 
such  as  "lower,"  "low"  or  "moderate"  income  families. 
The  legislative  history  of  the  first  1960  program 
(Sec.  221  (d)  (3))  made  reference  to  a  "middle  income"  group 
and  even  mentioned  some  dollar  figures  to  identify  that 
group,  but  not  by  way  of  limitation.   Later,  when  the 
Congress  completely  changed  the  income  group  intended  to 
be  served  by  the  Administration's  rent  supplement  proposal 
(from  middle  income  to  low  income) ,  the  Administration 
raised  little  objection  and  even  praised  the  legislation 
as  a  major  enactment. 

(4)   Excessive  defaults,  foreclosures  and  other  aspects 
of  the  "scandal"  under  the  1960 's  program  do  not  appear  to 
have  been  the  result  of  any  inherent  defect  in  their  statu- 
tory authorizations.   The  most  compelling  reason  for  this 
conclusion  is  the  fact  that  where  excessive  defaults,  fore- 
closures, fraud  and  other  abuses  existed  they  occurred  in 
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the  non-subsidy  programs ,  as  well  as  in  the  subsidy 
programs  enacted  in  the  19  60's. 

One  example  was  the  experience  in  Detroit  as 

7/ 
revealed  by  the  1972  Monagan  Subcommittee  report.— 

In  that  city,  the  most  significant  abuses  occurred  in  the 

Section  221(d)  (2)  home  mortgage  program  for  moderate 

income  and  displaced  families.   That  program  had  no  overt 

subsidy  component,  and  it  had  been  in  existence  since 

1961  (and  succeeded  an  almost  identical  program  enacted 

in  1954).   For  one  core-city  area  in  Detroit,  the  General 

Accounting  Office  estimated  that  by  June  1971  the  default 

rate  in  the  221(d) (2)  program  exceeded  41  percent  for 

mortgages  insured  during  1968  and  1969.   In  another  similar 

core  area  the  estimated  rate  of  default  was  over  17  percent, 

"for  mortgages  insured  during  the  same  period,  under  the 

7/ 

traditional  FHA  home  mortgage  insurance  program.—  For  a 

number  of  large  cities  throughout  the  country,  default  rates 

on  the  non-subsidy  Section  221(d)  (2)  program  for  a  similar 

8  / 
period  were  unusually  high.—  Under  another  FHA  mortgage 

insurance  program  without  subsidy  (Section  231  for  elderly 

families) ,  default  rates  for  the  country  as  a  whole  were 

unusually  high  with  respect  to  mortgage  insurance  written 

9/ 
in  1966  and  1968.- 

For  the  city  of  Detroit  as  a  whole,  according  to  the 

Monagan  Subcommittee  report,  there  was  an  FHA  default  rate 

7/  . 
of  10.5  percent  for  the  period  discussed  above  —  indicating 
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that  although  the  default  rate  for  the  entire  city  was 
high,  the  highest  rates  under  the  several  FHA  programs 
were  those  relating  to  the  city's  core  areas,  which  again 
pointed  to  factors  other  than  program  authorizations  that 
produced  excessive  defaults. 

A  similar  indication  is  given  by  the  wide  variations 
in  the  extent  of  defaults  and  abuses  among  similar  cities. 
For  example,  the  city  of  Milwaukee,  with  problems  similar 
to  Detroit,  has  often  been  given  credit  for  a  marked 
contrast  in  housing  subsidy  program  experience.   The 
difference  is  generally  attributed  to  the  cautious  and 
careful  procedures  of  the  Milwaukee  FHA  office  — ■  but 
it  also  supports  the  conclusion  that  factors  other  than 
inherent  program  weaknesses  caused  excessive  defaults  and 
'foreclosures . 

Further  support  for  the  conclusion  that  excessive 
defaults  and  foreclosures  were  not  caused  by  inherent 
defects  in  program  authorizations  comes  indirectly  from 
the  findings  and  conclusions  of  the  several  exhaustive 
investigations  and  studies  of  what  happened,  which  did  not 
point  to  such  defects  as  the  cause  of  the  failures.   Even 
the  analyses  in  "Housing  in  the  Seventies"  deal  basically 
with  the  philosophies  and  merits  of  program  objectives, 
as  distinguished  from  the  workability  of  the  statutory 
provisions  for  meeting  Congressional  objectives.   The 
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most  detailed  factual  report  on  any  area — that  of  the 
Monagan  Subcommittee  report  on  Detroit — lists  19  findings 
and  conclusions  concerning  the  causes  and  results  of 
defaults  and  foreclosures  in  that  area.   None  of  the  causes 
given  include  legislative  defects.   Instead,  they  run  the 
gamut  of  administrative  weaknesses,  mistakes,  oversights, 
and  laxness  by  all  levels  of  HUD  and  by  local  governments, 
fee  appraisers,  speculators,  mortgage  companies,  Federal 
budget  officials,  and  the  Department  of  Justice. 

11/ 

Similarly,  a  report     in  March  1973  on  "Housing 

Subsidies  and  Housing  Policy"  by  a  Subcommittee  of  the 
Joint  Economic  Committee,  after  hearings  on  the  subject, 
made  a  large  number  of  specific  recommendations  for  re- 
forming housing  subsidy  programs.   The  legislative  recom- 
mendations in  this  report  were  few,  and  did  not  deal 
significantly  with  program  authorizations. 

(5)   Excessive  defaults  and  other  abuses  were  caused 
by  accelerating  pressures  which  produced  section  223(e)  and 
related  legislative  and  administrative  actions  which  per- 
mitted, or  were  understood  to  permit,  relaxations  of 
underwriting  practices  for  the  FHA  programs  in  general,  all 
of  which  culminated  in  a  climate  of  laxness  in  administration, 
lack  of  prudence  in  processing  and  appraisals,  fraud  on 
unsophisticated  home  buyers,  and  other  abuses. 
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The  same  basic  pressures  in  the  1960's  which  led  to 
the  development  of  the  housing  subsidy  programs  also  led  to 
legislation  and  administrative  actions  relaxing  underwriting 
practices.   Those  relaxations,  combined  with  the  pressures 
which  produced  them,  created  conditions  which  permitted  the 
excessive  defaults  and  other  abuses.   Those  pressures  were 
discussed  earlier  under  the  heading  "Context  of  Mew  FHA 
Role  in  Blighted  Areas"  and  in  Chapter  III:  the  government's 
general  focus  during  the  1960's  on  blighted  and  deteriorating 
areas  of  central  cities;  the  demands  of  cities  for  federal 
help  to  solve  the  "urban  problem"  of  blight  and  decay;  the 
increasing  pressure  for  effective  housing  programs  for 
lower  income  families;  the  bitter  criticism  of  FHA  for 
"red  lining"  and  dragging  its  feet  on  mortgage  insurance 
in  older,  declining  areas;  and  the  increasing  attention 
to  the  housing  of  minority  families  as  part  of  the  general 
civil  rights  movement. 

Responding  to  these  pressures,  both  legislative 
and  administrative  actions  proceeded  concurrently  with 
almost  identical  purposes.   In  general  they  made  clear  that 
FHA  mortgage  insurance  should  be  made  available  to  older, 
blighted  or  declining   areas  of  central  cities  with  an 
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assumption  of  additional  government  risk.   Broad  modifica- 
tions of  statutory  and  regulatory  requirements  were  made 
for  that  purpose.   Without  question,  the  Congress  expected 
that  mortgage  insurance  programs  would  be  made  available 
for  moderate  income  families  in  central   city  areas  and  that 
existing  administrative  restrictions  would  be  modified 

accordingly.   The  HUD  regulations  and  field  letters  made 
that  very  clear  to  its  own  personnel — with  considerable 

emphasis . 

It  is  also  clear  that  at  no  time  was  the  intention 
to  assume  "additional"  risk  equated  with  "unreasonable" 
or  "unconscionable"  risk.   The  legislative  history,  as 
previously  explained,  cautioned  that  the  authority  to 
modify  underwriting  requirements  was  not  to  be  used  as 
an  excuse  for  careless  underwriting  practices,  and  HUD 
advised  its  field  offices  that  "prudence  and  common  sense" 
must  continue  to  be  followed  in  mortgage  insurance  processing. 

The  general  intention  of  the  legislation  and  administra- 
tive actions  was  theoretically  ideal--to  process  applications 
in  a  manner  which  would  produce  the  housing  but  avoid  im- 
prudent risk.   In  practice  those  concepts  were  sometimes 
in  conflict.   In  view  of  the  pressures  from  all  sides,  the 
instructions  to  take  affirmative  action  to  help  get  the 
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housing  built  was  often  more  understandable  or  felt  to  be 
more  imperative  than  the  admonitions  of  caution.   In  this 
regard  the  legislation  can  be  faulted  as  vague  and  lacking 
in  standards.   Under  the  Congressional  pressure  to  get  housing 
built  in  "older,  declining   urban  areas",  what  was  the  meaning 
of  the  requirement  in  Section  223(e)  of  the  National  Housing 
Act  that  the  area  be  "reasonably  viable,  giving  considera- 
tion to  the  need  for  providing  adequate  housing  for  families 
of  low  and  moderate  income  in  such  area;"  and  that  the 
"property,  is  an  acceptable  risk  in  view  of  such  considera- 
tions"?  The  statute  might  have  expanded  on  these  very 
vague  and  general  concepts,  but  it  did  not. 

The  laws  applying  to  housing  programs  are  replete  with 
general  authorization  lacking  detailed  standards.   These 
have  generally  been  regarded  as  desirable,  because  they 
permit  administrative  discretion  in  making  necessary  ad- 
justments to  varying,  changed,  or  unforseen  circumstances. 
However,  with  the  pressures  to  produce  housing,  experience 
under  the  broad  discretion  to  modify  underwriting  standards 
proved  disastrous.   It  is  obvious  that  at  some  levels  of 
administration,  the  standards,  controls,  and  surveillance 
over  processing,  appraisals,  and  compliance  were  woefully 
inadequate. 
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Admittedly,  the  element  of  subsidy  in  any  housing 

operation  involving  private  profit  sponsors  requires  a 

new  kind,  or  at  least  an  added  degree,  of  caution  and  control. 

That  was  certainly  true  under  the  Section  235  program  and, 

as  explained  earlier,  the  legislative  history  specifically 
recognized  that  major  problem.   However,  protection  against 

potential  abuse  in  that  program  was  an  administrative  respon- 
sibility which  could  have  been  handled  with  adequate  standards 
and,  above  all,  a  sufficient  system  of  careful  review  and 
surveillance  for  that  purpose.   None  was  developed  when 
needed.   Even  so,  that  particular  vulnerability  of  Section 
235  was  almost  certainly  not  the  principal  cause  of  the 
abuses  since  the  same  abuses  arose  under  other  programs, 
including  those  which  had  no  subsidy  operation  at  all. 
As  a  historical  note,  it  may  be  mentioned  that  an 
"FHA  scandal"  of  even  greater  dimensions  occurred  in  1953 
when  the  evil  of  "mortgaging  out"  by  developers  of  Title 
VI  war  and  defense  housing  was  headline  news  throughout 
the  country.   There,  also,  the  basic  causes  were  pressures 
from  the  Congress  and  other  sources  for  the  worthy  purpose 
of  accelerating  needed  housing  production  by  private  enter- 
prise.  Processing  precautions  crumbled  under  pressure.* 
Experience  under  the  1960 's  legislation  was  little  different. 


*One  further  historical  note  of  passing  interest:  inflation, 
especially  in  real  estate,  eventually  rescued  the  Title  VI 
program  from  its  mis judgments  and  misadventures,  and  Title 
VI  is  probably  today  in  a  better  position  fin.  ncially  than 
any  program  on  FHA's  books. 
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